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FOREWORD 


Professor B. B. Roy and Professor P. Ghosal of the City 
College, Calcutta, have shown me the manuscript of a book on 
Auditing entitled “Principles and Practice of Auditing” which 
they have written apparently for the use of students who take 
up this subject in their University Courses. The Authors have 
taken great pains in suitably arranging the diiferent aspects 
of the subject and have given adequate number of Test questions 
at the end of each chapter. They have brought Auditing 
Principles to the notice of students in an effective manner. 

All efforts which go to assist students in effectively grasping 
principles and practices of this subject should.be welcome and 
I commend the publication for wider acceptance. 

16/4, Gariahat Road, G. Basu 

Calcutta-19 f.c.a., f.c.i.s., f.i.c.wa., m.p. 

Member of Lok Sabha 
(House of the People, India) 



Anjan and Gautam 



PREFACE 


The Authors have much pleasure in presenting before the 
students, the teachers and the members of the Accounting world 
this humble work of theirs. They have laboured long and hard 
to arrange the topics in a systematic and well-knit manner. 
The fundamental principles of the subject have been dealt with 
from the practical point of view, and all possible care has been 
taken to assist the reader in learning them quickly as well as 
thoroughly. 

No single text-book can cover all the essential aspects and 
questions of the subject it deals with, and it would be idle to 
expect from the contents of a book of moderate dimension 
answers for all of the Auditing Examinations which were held 
in the past and which the examinees will take in the years to 
come. It is also very difficult to shut out errors and omissions 
altogether. The best results would be obtained by the reader 
if he supplemented his study by referring to at least one other 
text-book. 

Students intendi n r to sit for a higher Accountancy 
Examination would amply benefit if they devoted themselves 
first to the learning of the basic principles and the exact meaning 
and implication of the terms and documents that are to be 
frequently referred to, and then to the study and discussion of 
an advanced or subtle topic. M. Com. examinees and candidates 
for professional or departmental examinations are on that 
account advised to go through the elementary and explanatory 
portions of the book dealt with by the Authors mainly 
^or those that are in their undergraduate classes. A 
person's grasp over his subject is thorough only when 
his . knowledge is broad based and stands on a solid 
groundwork. To attain this aim, one has to be punctilious 



[ Vi J 

about removing all haziness as to the fundamental principles, 
ideas and ideals. Else, — there is reason to be afraid — the 
edifice though attempted tp be built with a good amount of 
labour will have but a feeble form because of poverty at the 
base. Eloquence, whether of speech or of writing, springs from 
a good assimilation of the underlying thoughts behind the 
subject-matter of study. 

The help extended to the Authors by their teachers, 
colleagues, pupils and other friends in bringing out this humble 
treatise is acknowledged with a deep note of gratefulness. The 
name of Sm. Bijaylakshmi Ghosal, b.a. deserves particular 
mention, as she has lent fillip and kind assistance to the Authors 
in the preparation of this volume. 

All suggestions for improvement will be thankfully received. 


Calcutta 


B. B. Roy 
P. Ghosal 
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CHAPTER I 


DEFINITION, SCOPE AND IMPORTANCE 
OF AUDITING 


Subject-matter 
of Auditing 


Auditing means a thorough scrutiny of the books of 
accounts. The Auditor is to detect errors in the preparation 
of accounts and certify the correctness of the financial books. 

If this verification is not conducted properl:’, 
Meaning and the results as shown by the accounts cannot 

be relied upon. The importance of doing a 
regular Audit is universally acknowledged 
today.; Inaccuracy may creep into the account* in various ways 
and for sundry reasons. The root principles may not be given 
due regard or manipulation may be done on purpose. With 
the Auditor rests the responsibility of detecting such 
irregularities. 

Accountancy is the art of recording the daily transactions 
in a set of financial books. Auditing, on the other hand, is the 
critical examination and confirmation of this record. The 
latter aims at finding out inaccuracies in the work of the 
Accountant. The entries passed by the Accountant and the 
Final Accounts compiled by him are to be verified by the 
Auditor. Through such verification the state of affairs of a 
concern is truly revealed. Sometimes an Auditor is requested 
to write up the books of accounts of his client from such 
records and documents as are produced before him. He may 
also be required to prepare the Final 
Difference between Accounts. Here, the Auditor plays the role 

Auditin tanCy ^ an Accountant. He will have a different 

and distinct assignment if he is also asked 
conduct Audit on those very books of accounts. In two 
important English cases the Judge freed the firm of Chartered 
Accountants from the charge of non-detection of fraud, on the 
consideration that the firm was appointed as Accountants, <^jly 
for the compilation, find submission of Income Tax Returns, and 
not for condt&ftng a Balance Sheet Audit. The cases are : 
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(i) Apfel v. Annan Dexter & Co. (1926, 75 Acct. 687) ; 
and (ii) Leech v. Stokes (1937, 81 Acct. L.R. 87). 

The advantages of an Audit may be summed up as 
follows : 


Benefits of an 
Audit 


fa) The true financial position of an 
institution is revea led. 

(() Accounts are kept up-to-date due to 

J pressure of Audit, particularly when a 
continuous Audit is in operation. 

(c) Errors are rectified and chances of fraud 
or defalcation are minimised. 

( d ) Defects and shortcomings in the 
Accounting methods and in internal 
administration are rectified. 


(e) Audited accounts and statements are of 
great help, particularly for the following 
purposes : — 

(i) Realisation of various kinds of claims, such as 
Insurance claims &c. ; 

(ii) Assessment of Income Tax and Sales Tax ; 

(Hi) Raising of Capital or Floatation of Loan ; 

(iv) Valuation of Shares 

(v) Settlement of partnership affairs and disputes ; 

(vi) Purchase or Sale of business ; and 
(mi) Iraport/Export Statements. 


The objects of an Audit are twofold : (i) Detection of 
frauds and errors ; and (ii) Prevention of 
frauds and errors. Frauds, again, may be 
of two types : (a) mis appropriation of money 
or goods ; and (b) falsification of accounts. 


Objects of an 
Audit 


Misappropriation of Cash. Misappropriation or defalca- 
tion of cash may occur when, for instance, a cashier 
receives a donation of, say, Rs. 1,000 from a patron of the insti- 
tution he serves, issues a receipt for the amount and removes 
the counterfoil from the Receipt Book. The transaction goes 
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unrecorded in the Cash Book and the money is pocketed by the 
cashier. This is a clear case of misappropriation of cash. It_ 
can be detected jf the Auditor takes the trouble .of scruti nizing 
all the consecutive numbers of the Receipt Counterfoil ^ A 
good remedy" against cash being misappropriated is the use of a 
National Cash Register for recording all cash collections. When 
customers make payment, the Bills presented by the parties, 
showing the amount collected, come out of this modern mechanical 
device when a button is pressed by the cashier. All receipts of 
cash are recorded on a paper tape by the National Cash Register. 
At the close of the day, the tape and the mechanical appliance 
indicate the total collections made during the day This tape 
will be collected bv the Management after verifying the total 
from the National Cash Register. Cash collections as recorded 
on the tape must be at the debit of the Cash Book. 

Defalcation of Goods. Defalcation or misappropriation 
of goods, on the other hand arises in this way. The 
store-keeper, in collusion with the Works Manager, may sell 
goods surreptitiously to an outside party, the Management not 
knowing anything >rfbout it. Such defalcation can be detected 
if the Auditor carefully checked up the Purchases, Sales and 
Stock records. Another interesting instance of goods defalca- 
tion may be given. The management purchases Capital goods 
from abroad, say, for a Jute mill Company run by a Managing 
Agency House and pays the invoice price in full, obtaining the 
Shipping documents thereby. The goods are dulv landed and 
on way to the mill a portion is sold without authorisation to an 
un sc rupulo u s business man. The sale is done through the Mill 
M*najn?r*\vith the conniva nce ^pf the Store-Keeper. In a case 
like this the Auditor is toinstruct his client ^for ensuring due 
verification of the arrival of th ©goods atfne’ premises of the 
Mill. Some responsible official from the Managing Agency 
)House should be present to check up the goods with the relevant 
-documents at the time of arrival. 

Falsification of Accounts. Falsification of accounts arises 
generally through passing of false entries in respect of 
fictitious sales or purchases. Closing Stock may also be 
inflated through the inclusion of non-existent items or 
improper overvaluation. The motive is to declare a good 
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dividend resulting from an increase of profits, and to have 
a rise in the share price. Accounts falsification may 
assume other shapes too. Excessive provisions for bad 
and doubtful debts or charging depreciation exceeding adequacy 
or overstating the liabilities will also falsify the accounts. 
In these cases the motive is to lower the volume of profit. 
Unscrupulous directors of a joint stock company may be 
on the look-out for a fall in share price when the business 
position is actually sound. When the crash comes, they would 
increase their shareholdings. 

In detecting fraud where trusted and responsible officers 'of 
the concern are involved, the Auditor has to exercise 
considerable care and skill. To prevent there 
Check an<1 Inter " al being fraud, internal check should be in 
operation. Internal check indicates an 
arrangement by which the work done by one person will be 
mad.’ to be checked up by another. 

Audit aims at finding out errors, if any, in the accounts. 
Errors may be classified as shown in the diagram. 

Errors 

Kinds of Error® | 

I ""I 

Clerical Errors Errors of Principle 

_ _ ! 

Errors of Errors of 

Omission Commission 


Clerical error is committed through mistake of a clerk." 
This mistake is due to 'inadvertence or carelessness. A clerk 
may have omitted to record something which ought to have J>een 
in the account books. This is Error of omission. For example, 
if an invoice of Rs. 100 on account of credit purchase is not 
recorded in the Purchases Book, this will be a clear case of' 
omission. Error of Omission may also arise through a 
transaction being recorded in the Journal but 
not recorded in the Ledger. This is omission 
in ledger-posting. It is also likely that an 
account in the ledger has been debited but there is no correspon- 


How Error® oi 
Omission arise 
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ding credit to another account. Errors of omission may be 
detected easily where, due to the error, Trial Balance does not 
agree. If the error is such that it does not affect Trial 
Balance agreement, its detection will require careful Audit. 

Errors of Commission arise where a mistake has been 

committed, through negligence, in the matter of recording a 

certain transaction. Erroneously an account may be debited 

instead of another when there is nothing wrong in the credit 

entry. If in recording a sales transaction Alexander's account 

is debited, where goods have actually been sold to Hamilton, 

this would be a case of Error of Commission. Errors of 

Commission may creep into the books in innumerable ways 

through incorrect postings, castings and 

How Errors of calculations. To detect these errors a 
Commission anse ... * ... 

complete and exhaustive .Audit programme 

has to be outlined and efficiently carried out. Compensating 

Error is but a form of Error of Commission. For example, if 

the debit side total of the Cash Book is undercast by Rs. 100 

with a similar undercast on the credit side of Rs. 100, this 

would be a case of Compensating Error. This kind of error 

will not be detected at the time of drawing up the Trial 

Balance. The Auditor will locate such errors while checking up 

casting of the Cash Book. 


Errors of Principle arise wherever the principles of 
Accounting are disregarded. Such an error is sometimes 
committed intentionally to falsify the accounts with some 
ulterior motive. In a limited company, a Revenue Expenditure 
may be treated as Capital Expenditure with the result that 
profits are inflated. The expectation is that the price of the 
company’s shares would go up in the market, and the Directors 
would dispose of a portion of their shareholdings when the 
shares are at a premium due to the declaration of handsome 


How Errors of 
Principle arise 


dividend. To give an instance of the above, 
if the Voyage Account (which is in the 
nature of Profit and Loss Account) of a 


steamship company is debited with fifty per cent, of the expen- 


diture on coke which is incurred for the running of the vessel 
and the other fifty per cent, is debited to Vessel Account-iW- fixed 
asset), the profit will be inflated. The debit to Vessel Account 
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will be interpreted as an improvement of the Asset though 
nothing of the sort is done. Here the error culminates in 
intentional manipulation of Accounts. There may also be cases 
of unintentional Errors of Principle due to ignorance of the 
Accountant. For example, while drawing up the Final Accounts, 
if there is underprovision for Depreciation, for Taxation or for 
Bad and Doubtful Debts, it will give rise to an Error of 
Principle that is not wilful. Such errors can be detected by 
the Auditor if he exhaustively checks up the Accounts with all 
the relevant papers and makes a thorough investigation of the 
nature of business before commencing his Audit. 


The Auditor is at a premium today. There has been an 

all-round expansion of trade, industry and commerce in recent 

times. The past few years have in particular seen an enormous 

rise in the number of Joint Stock Companies. And for such 

concerns Audit by a qualified Auditor is compulsory under the 

Companies Act. His service is being increasingly sought after 

these days, also by organisations not under any •binding to 

arrange an Audit. The business world has realised that a 

number of advantages can be derived from an efficiently 

conducted Audit. In many of the trading 

Crowing Impoit- concerns, those that have invested money, 
ance of an Audit „ , . , , 

generally stay away from the day-to-day 

administration. And such people (e.g., sleeping Partners of a 

firm or Shareholders of a limited company) have to place their 

reliance on the Auditor for the protection of their interests. 

Audit serves as a moral check on the Management when it is 

apt to be unscrupulous. The suggestions given by an Auditor 

with his expert knowledge of Accounts are often highly valued 

and the Professional Accountants, therefore, have an important 

part to play in the present day society. 


QUESTIONS ON CHAPTER I 

1. What do you understand by the term 'Auditing’ ? 
Examine the importance of Auditing. 

^ 2 . What is meant by Auditing ? Mention the objects and 
advantages of an Audit. 

(National Diploma in Commerce, Govt, of India.) 
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3. Should the Accounts of every concern be subjected to a 
regular Audit ? Why is Auditing gaining popularity even where 
it is not obligatory ? 

: According to the Companies Act, Audit by a duly 
qualified Auditor is compulsory for every Joint Stock 
^ Company. Audit is also insisted upon in schools and 
' colleges receiving aid from the Government and in the 
?ase of Co-operative Societies registered under the 
'Co-operative Societies Act. For other organisations 
it is optional. Nevertheless, the Accounts are brought 
under an Audit uow-a days almost by every business 
bouse. There are two reasons for this : (i) to detect 
mistakes and frauds ; and 00 to a\oid arbitrary 
Income Tax assessment.] 

(What are the main classes of errors and frauds found in 
auditing a firm’s Accounts ? Give illustrations.^ Can the Auditor 
prevent siuh errors and frauds ? (B. Com.) * 

5. Carefully distinguish between the role of an Accountant 
and that of an Auditor. 

6. The proprietor of a business concern suspects defalcation 
of cash in respect of Cash Sales and requests you as his Auditor 
to devise wavs and means to stop such defalcation. 

{ Itint s : An efficient internal check together with the introduc- 
tion of a modern office appliance known as National 
Cash Register is suggested as a remedy against 
defalcation t Cash collections ] 

7. The Auditor of a Joint Stock Company that runs a 
Jute Mill is requested by the Managing Director to formulate a 
system for checking defalcation of goods. Outline your system. 

[Hints : To arrest defalcation of goods a sound system of 
internal check regarding purchases, storage, issue of 
materials to Jobs and inter-departmental transfers 
should be in operation. No payment for goods pur- 
chased should be made unless a Store Receipt indicating 
the receipt of the goods at the Jute Mill is properly 
submitted to the Accounts Department after being 
signed by the Storekeeper and countersigned hv the 
Mill Manager with a note that the goods were received in 
good condition at the Mill.] 

8. Cite examples showing how the Profits of a business may 
be manipulated by falsification of Accounts. 

[ Hints : Through overvaluation of Closing Stock or si|ppression 
of the purchases, particularly of the last inoqp^f the 
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Accounting year, the Gross Profit may be inflated. 
Similarly by decreasing the sale or by undervaluing 
the Slock, Gross Profit may be decreased. From the 
omission of Nominal expenses, from inadequate provi- 
sion for Depreciation or for outstanding liabilities 
for expenses and from the treatment of Revenue 
Expenditure as Capital Expenditure, an increase in the 
volume of Net Profit will follow. The Net Profit, on 
the other hand, will get decreased by over-provision for 
Depreciations and Doubtfid Debts and by omission of 
income earned but not received.] 

9. “An Auditor is liable for any damages sustained by a 
Company by reason of falsification which might have been 
discovered by the exercise of reasonable care and skill in the 
performance of the Audit.” Discuss the above statement. 

( Chartered Accountants ) 



CHAPTER II 


CLASSES & TYPES OF AUDIT 


Audit may broadly be divided into three classes : 


Three Classes of 
Audit 


(a) Audit under Statute ; 

( b ) Audit of Private Firms ; and 

(c) Audit of accounts of Sole Traders . 


Audit under 
Statute 


Under the Indian Companies Act, Audit of the accounts of 
Limited Companies by a duly qualified Auditor is compulsory. 

The manner in which the Audit is to be 
conducted is laid down *in the said Act. 
Furthermore, the method of appointing the 
Auditor is also prescribed in the Act. The First Auditor is 
appointed by the Board of Directors and the subsequent 
Auditors are appointed by the Shareholders at the Annual 
General Meeting. The law aims at safeguarding the interests 
of the Shareholders who are in the dark as to the running of the 
company’s business by the Directors. The Auditor is to submit 
Report on the Annual Accounts and is to certify that the 
Balance Sheet exhibits a true and fair view of the state of 
affairs of the Company. If he is not satisfied with the manner 
in which the Accounts have been drawn up, it is his duty to 
bring the matter to the notice of the Directors. The Directors 
not having agreed to redraft the Balance Sheet, the Auditor 
should qualify his Report to the Shareholders on the Balance 
Sheet. The Auditor must not be afraid of losing the favour of 
the Directors in so qualifying his Report 

Audit of a limited company as outlined above is of great 
importance. It acts as a moral check on the Directors and other 
managerial staff. It will also render 
importance of commission of mistake and frauds on the 

Statutory Audit part of emp i oyee8 difficult. Through such 

Audit, timely preparation of Accounts is ensured and the share- 
holders may take the prepared Accounts as correct. There i® 
also no delay in the declaration of dividends. Statutory Audit* 
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Audit of Pi bate 
Firms 


furthermore, acts as a valuable guidance relating to financial 
and accounting matters. 

A 'Firm’ means a partnership run by several partners. 
The Auditor of such a firm is appointed by the partners on 
mutual agreement. Up to now, Audit of a firm 
is not obligatory a^ in the case of a limited 
company. But to avoid arbitrary assessment 
by the Income Tax Department, it has almost become universal 
to have the Partnership Accounts regularly Audited by a 
qualified Auditor. A firm also seeks the help of an Auditor just 
to enj ( oy all the benefits of an Audit as discussed in the fore- 
going chapter. The duties of such an Auditor are to be clearly 
laid down in the letter of Appointment issued by the firm. The 
Audit of accounts in a Partnership concern is of particular 
importance especially in the cases of retirement, death and 
admission of a Partner and in the case of sale of^ a going 
partnership. Audit of the accounts of a firm will al c o be 
required when Loan is obtained from a Bank or an outride 
party or a Sleeping partner. The difference between Statutory 
Audit and Partnership Audit should be carefully observed. In 
the case of the former, the Auditor’s duties and responsibilities 
are determined by the Statute, whereas the duties of the 
Partnership Auditor are set out in the letter of appointment 
from the Partners. No uniform practice, or procedure will, 
therefore, be noticed in Partnership Audit. 


Here, too, as in Partnership, Audit is not compulsory. 
But the help of a qualified Auditor is being increasingly sought 
after in recent times because of the 
Au<ht of Solo advantages of a Scientific Audit. Appoint- 

M ment rests on the sole proprietor who. may 

wish not to be harassed by taxation authorities. The nature 
of duty will be given in the Appointment Letter in clear and 
unambiguous terms. If the sole owner of a business institution 
,dies, the executors will require Accounts that have been subjected 
t’o a regular Audit. This is for correct ascertainment of death 
duty and fixation of fees for Succession Certificate payable to 
the Government. 
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Certain other classes of Audit also deserve mention. 
Institutions are there which are not meant for profit-earning. 

These institutions, such as a Club, a Hospital, 
Audit of concenw a Library, a School, a College, &c., will 
other than a Com- re q U i re the service of an Auditor. Here 

SolT’propri^orlip the Auditor’s duties would be guided by the 
rules and regulations of the particular 
institution. The scope of work as outlined in the Letter of 
appointment will also be of importance. A number of Joint 
Stock Companies doing public utility service come under Special 
Statutes, i.e., particular Acts passed by the Parliament. Such 
companies are known as Statutory Companies. For instance, 
the Calcutta Tramways Company, Ltd. is under the purview 
of the Calcutta Tramways Company Act passed by the British 
Parliament, the Company being incorporated in England. The 
Oriental Gas Company, Ltd. and The Calcutta Electric Supply 
Corporation, Ltd. also belong to the category of Statutory 
Companies. Eviden tly, the Audit in these cases is to be 
conducted on the lines as prescribed in the particular Statute 
under which a Company has been formed. According to the 
Indian Trust Act, Trust Accounts must be Audited by a 
qualified Auditor showing clearly the Trust income and disburse- 
ments. Under a trusteeship arrangement the will executed by 
a person, holding movable or immovable property, gives direction 
to one or more Trusted persons for acting as Executor after 
his death, so that the benefiejanes (Relations receiving benefit 
from the Trust property) are not deprived of their dues and 
have a fair and square deal. The Audit of Trust accounts is 
essential for upholding the interests of the beneficiary. 


Audit of an Institution assumes mainly two different types, 
viz., (i) Continuous and (ii) Completed (or Final or Periodical). 

Types of Audit should not be confused with 
classes of Audit as explained before. By 
Continuous Audit is meant conducting of 
Audit throughout the year. The Accounts 
are subjected to Audit as and when they are 
"prepared. This type of Audit is very useful where business 
tansactions are numerous. Final or Periodical Audit on the 
other hand, is conducted only* when all the Books of Accounts 


Types of Audit : — 

(a) Continuous 

(b) Periodical, 
or Final. 

or Completed. 
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have been closed at the end of the financial year and the Final 
Accounts have been drawn up. This type of Audit is also known 
as Balance Sheet Audit. 


The following are the main advantages of a continuous 
Audit, (a) As the Books are examined after they are written 
up, errors and frauds, if any, are discovered 

cSTa.*. f ickly - And a,e steff «>“ 0**“ 

before committing any irregularities, (b) 
As the Auditor will have enough time, he can check the 
transactions in detail. The mistakes, therefore, have greater 
chances of coming to light, (c) The frequent visit of the 
Auditor will make the Accounting staff keep their records up- 
to-date and this will act as a moral check, (d) The Final 
Accounts can be drawn up at the year-ending promptly and 
without loss of time. 


Continuous Audit is not, however, altogether free from 
defects, (a) Records >and figures may be altered after Audit 


Disadvantages of 
Continuous Audit 


is over, (b) For the Auditor^ it is often 
difficult to ^maintain link between present and 
past work. He may lose the thread of 


connexion and omit Auditing certain transactions. These 


defects can, however, be removed if the Auditor issues instruc- 


tions to the client to record all the figures in ink and not to 
change any audited figures without bringing it to the knowledge 
of tiie Auditor. To prevent unauthorised alteration of figures 
the Auditor should use 'Ticks’ in special ink while doing 
continuous Audit. To guard against the thread being lost, a 
suitable Audit Note Book may be kept by the Auditor. In this 
Book he is to record the day-to-day Audit progress in detail. 


The main advantage of Periodical Audit is that Final 
Accounts are prepared and Audited within a reasonable time 
after the closing of the financial year. This 
Advantages and type of Audit, it may be said, is also free 

disadvantages of f rom the defects of continuous Audit. To 

tsnouca . aau ^ 0 f the disadvantages, it may be pointed 
out that frauds and errors are detected too late and the persons 
guilty of such offences may decamp before their guilt comes 
to light. 
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Continuous Audit is to be conducted throughout the year 
by External Auditors, whereas Internal Audit will be a system 
of examining the Accounts by the very 
members of the staff of the concern in such 
a manner that one’s work will be checked 
up by another. 


Difference between 
Continuous and 
Internal Audit 


A distinction between ‘Complete’ Audit and ‘Partial’ Audit 
is of importance. When all the financial 
‘Complete’ Audit, Books and Records are subjected to Audit, 

‘Partial’°Audit ^ is a case °f ‘Complete’ Audit. When, on 

the other hand, an Audit is conducted on 
some of the Books and Records for a particular purpose, e.g , 
share valuation, detection of cash defalcation, &c., it is 
called a ‘Partial’ Audit. 

Sometimes for a particular purpose, such as declaration of 
an interim dividend by a Joint Stock Company, 
Interim Audit the Auditor is invited to conduct a complete 

Audit on the Accounts compiled for a part 
of the accounting year. An arrangement like this may be 
called Interim Audit. 


QUESTIONS ON CHAPTER II 

1. What are the different classes of Audit ? Explain the 
manner of appointment and the scope of work of the Auditor in 
each case. 

2. Write explanatory notes on : 

(a) Statutory Audit. 

(b) Audit of the Accounts of a firm. 

(c) Audit of the Accounts of a Sole trader. 

(d) Continuous Audit. 

(e) Periodical (or Completed or Final) Audit. 

(f) Complete Audit. 

(g) Partial Audit. 

(h) Interim Audit. 

(i) Audit of a non-trading concern. 

(j) Audit of Trust Accounts. 

(k) Audit of Public Utility Company. 

(l) Internal Audit. 
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3. In what respects do the position and duties of an Auditor 
of a limited company differ from those of an Auditor of a private 
firm ? 

(National Diploma in Commerce, Government of India.) 

f Ilinis : (a) Audit in the case of a limited company is 

compulsory ; for a private firm this is optional. 

(b) For the Company Auditor the rights and duties 
are defined by the Companies Act ; for the Auditor 
of a firm the Letter of Appointment indicates the 
nature of work and responsibility. 

(c) The Company Auditor is for safeguarding the 
interests of the Shareholders who appoint him ; 
The Auditor of a Finn will uphold the interests 
of the partners who are the appointing authority 

(d) The Company Auditor should be conversant with* 
the Company Law thoroughly and examine in 
detail the Memorandum, the Articles, the Pros- 
pectus and other important Documents of the 
Company ; the Auditor of a firm has a less 
laborious task — he should only study tile provisions 
of the Partnership Agreement. 

(c) The status of a Company Auditor is that of an 
Officer of the Company ; The Auditor of a firm 
do^s not enjoy such position. 

(f) 7'he Company Auditor lias to perform a compre- 
hensive and complete Audit under the Statute ; the 
Auditor of a firm will do a Partial Audit or a 
Complete Audit depending on the terms of 
Appointment from the Partners. 

(g) A Company Auditor must be a member of the* 
Institute of Chartered Accountant 0 , holding Licence 
of Practice from the Central Government ; for 
Partnership Auditor, the Partnership law docs not 
prescribe any such qualifications.] 

4. What are the duties and obligations of an Auditor with 

regard to Audit of (a) a firm and (b) a Company ? (B. Com.) 

[See Tlinis to Q. 3.] 

* 

5. Comment on the advantages and disadvantages of a 
Continuous Audit with special reference to the safeguards employed 
by the Auditor engaged on such work. 

[Hints : Regarding safeguards to be employed by the Auditor 

at the time of the completion of the day's work, the 

Auditor should make a note of the progress made during 
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the day, so that when he visits for the next time he 
does not miss the link and omit any portion of the 
work. Besides, the Auditor should see that all the 
entries are in ink including the totals ; this would render 
alteration of figures difficult.] 

0 . (a) What do you understand by a Continuous Audit ? 

(b) What are its advantages to (i) Shareholders (ii) Auditors ? 

(c) What are its disadvantages from the point of view of 

Auditors ? How can they be overcome ? (B. Com.) 

[Hints : (i) The Shat cholders 3 advantages from a Continuous 

Audit are that they may know of the true position 
of the Company soon after the financial closing ; 
they also get their dividend early and can submit 
their Income Tax Returns in time. 

(ii) The advantages of a Continuous Audit from the 
standpoint of the Auditor are that the Routine 
work of the Financial Books V almost complete 
before the Accounting Year is over. Furthermore, 
the Auditor can concentrate on the Final Accounts 
and certify them soon after the financial closing. 
Under the Companies Act it is obligatory for 
every Joint Stock Company to hold the Annual 
General Meeting of shareholders within six months 
from the date of financial closing and it will 
be a great adiantage to the Company Auditor 
if there is a Continuous Audit in operation.] 

_ 'T (a) What do )ou understand by (1) 'Continuous Audit" 
and (11) 'Periodical Audit" ? (b) What are their relative merits 

and demerits ? (c) Under vhal circumstances, if^o^y, is 

Continuous Audit considered essential ? (M. Com.) 



CHAPTER III 


expected of him. 

Auditor’s 

Qualifications 


THE QUALIFICATIONS AND THE OFFICE 
OF THE AUDITOR 

The Auditor has to be Imbued 'vtfjth a strong sense of duty. 
He ought to be conscientious in the due discharge of the sacred 
task entrusted to him. A thorough knowledge as to the method 
of keeping the Books and the preparation of Accounts is 
A strong common sense will always help him 
to be efficient in the due execution of his job. 
Patience, tactfulness, accuracy in work, and 
ability to prepare the Accounts under his 
examination by himself will be adding to the Auditor’s quali- 
fications. The Auditor must not be a mechanical checker, but 
should exercise his vigilance with eyes open for detection of 
unfair practices. 

In addition to the qualifications stated above, a Company 
Auditor should be a Chartered Accountant 

tion^of a Company and haR to obtain a Licenee ° f Prnctice from 
Auditor the Central Government. He should be 

fully conversant with the Companies Act in 

order to be able to conduct his Statutory Audit. 

The Auditor’s office must be centrally located, preferably 
in business quarters. The office ought to be kept in a neat and 
tidy way so that the clients’ impression is 
readily gained Modern office equipments, 
such as Telephone, Typewriter, etc., have always to be there. 
Means permitting, help of labour saving devices like 
Comptometer, Duplicating Machines, National Cash Register, 
Dictaphone & Ediphone, &c., should also be taken. 

The Audit Assistants should be of two categories : Junior 
Assistants and Senior Assistants. The former will be entrusted 
with the task of routine checking, viz., checking of castings and 
postings. The latter, on the other hand, will be occupied with 
the job of vouching and examination of Final Accounts. 
Vouching means verification of entries in the financial books 


Auditor’s Office 
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with relative documents and evidences. It will also be the duty 
of Senior Assistants to supervise the day-to- 
Method of office day progress in work of the Junior Assistants. 

WOfK 

What the Senior Assistants do will again be 
checked up, in detail as far as practicable, by the proprietor or 
partners of the Audit firm. Before certifying the correctness 
of the Accounts and saying that the Balance Sheet exhibits tl>e 
true state of affairs of the concern, much care should be taken 


from all aspects. The three sets of persons, viz., Junior 
Assistants, Senior Assistants and the Management would do 
well to use three different inks for ‘ticks’. A reputed Calcutta 
firm, for instance, uses Violet, Green and Red inks respectively 
for the above three categories of persons. Different tick marks 
should be used for casting, posting & vouching. 


Every Audit Assistant should be supplied with a Diary 
Book. This diary will have a record of daily 
Records 0 CC work in detail. An Audit programme should 

be drawn up on the lines indicated in the 
following page before commencement of a particular Audit and 
kept in the Working file. From this Audit programme, the 
Management is in a position to see whether a particular Audit 
is profitable or not. Besides, there is no scope for an Audit 
Assistant to while away his time. For, the time spent on the 
last Audit of the particular job is indicated in the last year’s 
Audit programme. 


For every particular Audit, there should be a separate 
working file. This file would contain a detailed record of 
previous Audit done. Besides, certain other important 
Documents should also be there in the working file. These are 
(a) letter of appointment, stating scope of duty, from the sole 
trader pr partners and in the case of a joint stock company, copy 
of certified Resolutions of shareholders regarding Auditor's 
appointment ; (b) certified statement from the client of 
Amounting method employed and of Internal Check in operation ; 
(c) certified list of financial Books ; (d) list of responsible 
officers, their duties and specimen signatures ; (e) copy of 
Partnership Deed in the case of a partnership and in the case 
of a company, copy-of the Memorandum of Association, Articles 

2 
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of Association, the Managing Agency Agreement, the Vendor's 
Agreement and copies of important contracts ; and (f) the Audit 
Programme. This working file will be of 
great help when a new person is deputed 

on the job. 


Working File 


Financial Books 

Signature of 

Time 

Auditor’s 


Assistant 

taken 

cost at 

l 

j doing the 

on the 

hourly rate 


i job 

job i 

of the 
employees 


1. CASH BOOK 

(а) Casting 

(б) Posting 
(c) Vouching 

(</) Bank Reconciliation 

2. SALES DAY BOOK 

(a) Casting 

(b) Posting 

(c) Vouching 

3. BILL REGISTER 

(a) Casting 

( b ) Posting 

(c) Vouching 

4. PURCHASES DAY BOOK 

(а) Casting 

(б) Posting 
(c) Vouching 

5. JOURNAL 

(а) Casting 

(б) Posting 
(c) Vouching 

6. VERIFICATION OF FINAL 
ACCOUNTS 

7. VERIFICATION OF SCHEDUIES 


There should be an Audit Note Book for every Assistant. 

In this book will be noted all Audit obje'tions 
Audit Note Book against and discussions with the client. The 
Note Book will also record work to be taken 
up next after the present job is completed. 
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QUESTIONS ON CHAPTER III 

1. It is said that the efficiency of an Auditor depends 

upon (i^yhis knowledge of Law and Accounts* Qj) his capacity 
for taking pains* (iii)his act and patience and Qy) the strength 
of his common sense. Explain the utility of each of the above 
qualifications. (B. Com.) 

[Hints : If the Auditor is ignorant of the Company Law, Partner- 
ship Act* sales tax and income tax Regulations and 
other important, relevant laws and bye-laws, the 
Balance Sheet of his client may remain defective. His 
lack of knowledge in Accounting may lead to non- 
detection of manipulation and falsification of Accounts. 
The Auditor must be painstaking ; else, it will be 
difficult for him to detect errors and fraud. Tactfulness, 
and patience are also virtues demanded of an efficient 
Auditor. While Audit objections are settled with the 
client, the Auditor lias to be very tactful and he must 
not lose temper or annoy his client by unnecessary 
questions. With all bis patience he should conduct the 
Audit. For instance, at the time of vouching the 
Receipt side of the Cash Book, he should carefully 
scrutinize the consecutive numbers of all the Receipl 
counter-foils to guard against misappropriation of cash. 
Needless to say, the possession of a strong common sense 
will always stand the Auditor in good stead and help 
him in coming to a quick decision at critical stages.] 

2. What procedure and method of work should a newly 
started Audit firm follow to conduct its Audit ? 

v/». What is an Audit Programme ? You are the Auditor of 
a partnership business Draw up your Audit programme to carfv 
out an efficient Audit. 

4. Give your view as to whether a fixed Audit Programme 
should be followed. 

[Hints/ If Hie programme of Audit is on a line defined and 
chalked out beforehand, the total volume of task can 
be completed quickly and there is little chance of any 
important work being omitted. Fixation of, respon- 
sibility in Audit work is rendered easier. The sudden 
leaving of the Audit firm by a member! of llic staff does 
not cause a <Vi -location of work, as the new person taking 
up the job will easily follow the link. 
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The main disadvantage is that the Audit becomes 
mechanical and goes on a stereotyped line. New 
developments in the business are totally ignored. If 
the client is aware of the extent of Audit to be carried 
on over certain financial Books every year, chances are 
that he will manipulate in the portions where Audit 
will not be conducted under the fixed programme. 
Hence the programme should desirably be variable for 
enforcing a moral check.] 

5. State the Records and Documents which will be kept in 
the permanent working file of the Auditor. 

6. Explain the nature of Audit Programme and Audit Note 
Book and state the purposes which they serve. 

(National Diploma in Commerce, Government of India) 

7. How should work be divided among different categories 
of Audit personnel for a smooth and efficient conduct of Audit ? 



CHAPTER IV 

MODES OF AUDIT 


The Auditor for a sole trader or for a partnership has 
to obtain a letter of appointment from the 
client. The Auditor's scope of work, terms 
and duties will be clearly laid down in the 
letter. The Auditor in these cases should be 
on his guard that there is no ambiguity in 
the language of the Appointment Letter. 
Next he should proceed to know of as much information about 
his client as can be gathered. 


Considerations for a 
non-company 
Auditor before 
commencement of a 
New Audit 


Where the Auditor is appointed for the first time for a 
limited company his duty will be to obtain 
Considerations for a through the Company Secretary a certified 
company Auditor cop y 0 f the Directors’ Resolution on the 

before commence 

mcnt of a New strength of which he is appointed. He is 
Audit also to examine the Directors' Minute Book 


to verify the authenticity of the Resolution 
passed. In cases of subsequent appointments, the Auditor has 
to get from the Company Secretary a certified copy of the 
Resolution passed at Shareholders’ Annual General Meeting. 
And this is to be verified from the Shareholders’ Minute Book. 
Having satisfied himself that his appointment is regular, the 
Auditor, before commencing his work, should carefully study 
the Memorandum, the Articles and the important contracts 
entered into by the Company. 


^here a new Auditor is appointed in place of another 
who held office for the previous period, 
the newly appointed Auditor is to write a 
courtesy letter to the predecessor. In this 
letter he should let know of his appointment 
and inquire whether the former Auditor has 
any objection in the matter. 


Considerations for 
an Auditor 
appointed by the 
cliert in place of 
another 



22 


PRINCIPLES AND PRACTICE OP AUDITING 


Before commencing Audit, the Auditor should visit his 
Matters to be look- client’s place of business and carefully study 
ed into before the following matters : 
commencement of \_ j> ^(i) Nature of work and business technique. 

Guiding Documents, such as the 
Memorandum of Association and the Articles 
of Association of a limited company or the 
Partnership Deed of a firm. 

\(iii) System of Accounting employed and 
Internal Check in operat’ 

* a' - 

Viv) Names of BookcM-* t>unt Books, 
Memorandum Books & Statistical Books — and 
the nature of record therein. 

v (v) Names of officials holding key-posts — 
the specific jobs they are engaged upon and 
their signatures. 

\ fari) Report of the previous Auditor and his 
audited accounts. 


Fortified with all these information and explanations had 
from persons at the helm of affairs, the Auditor will start his 
audit work. Important matters should preferably be taken note 
of, in black and white, in the Audit Note Book. 


/The Auditor would do well to enforce a sound system of 
. internal check. Internal Check means an arrangement where- 
^ under the work of one Assistant is made 

Internal Check to verified by another. Through such 

checking chances of error are minimised and misappropriation 
of cash or of goods rendered difficult. An arrangement 
like the following may, for instance, be in operation 
for internal check regarding the Cash Book. The cashier 
will be entrusted with the task of receiving cash'^ and 
issuing receipts to •partiel from the Receipt Books, each 
containing 100 receipts with counterfoils and bearing consecutive 
numbers. Payments will also be made by the cashier through 
'Account Payee' cheques only, after he has got payment 
vouchers duly passed by some responsible officer and supported 
by Parties’ Bills and Receipts. After the close of the day’s 
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transactions, (i) Receipt books with counter-foils and (ii) 
Payment vouchers accompanied by the Bills and Receipts from 
Parties Will be forwarded by the cashier to the Accounts 
department Prom these records the Cash Book will be written 
by an Assistant of the Accounts department. In no case should 
the cashier be allowed to make entry in the Cash Book. A 
responsible officer will check all the entries of the Cash Book, 
referring to relevant documents and records and verify the 
Cash balance in Hand as shown by the Cash Book He should 
occasionally count cash, by surprise, from the Cash Box which 
will be in the possession of the cashier. This is for checking 
w* l her the Cash in Hand as per Cash Box agrees with the 
Ca Book balance 

Another process, known as Internal Audit is also very 
effective in the detection of errors and discrepancies. Under 
the process, a batch of employees of a concern 
1 temal Audit will be engaged for checking the record of 
the day-to-day transactions independently. 
Thtv are to report to the Management weekly about the work 
done by them. Internal Audit should be carefully distinguished 
from Internal Cheek. 

It is advisable that a system of Internal control be in 
op$rati >n, wherever possible, in an organisation. This would 
mean exercise of vigilance over important 
Internal Control matters like budget and finance, purchases, 
* sales, etc, by the Management. This control 

would ’Ome l.-om the proprietor in a Sole Proprietorship, from 
the active partners in a Firm and from the directors in a 
Limit* d Company. 

$jsft check Indicates partial checking of the record of 
. / f I 'ransactions done in financial Books. For 

-Tw/#|eck I ‘lample, if three months' entries in the Cash 

Book or in any other Subsidiary Book are 
chewed thoroughly, instead of there being a complete checking 
of the whole year's record, it will be a case of ‘test check’. 
■Similarly, while verifying ‘Closing Stock' if some big items 
from the inventory are picked up by the Auditor and counted, 
measured or weighed, it will b*e an example of test check. 
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How far the practice of test check can be adopted by the 
Auditor has to be examined. Where there is an efficient system 
of internal check coupled with internal Audit, test check may 
be relied upon. It should, however, be remembered that if 
during test check, some mistakes are detected, a full and 
comprehensive Audit will be necessary. 


QUESTIONS ON CHAPTER IV 


1. You have been asked to audit the First Annual Accounts 
of A B & Co., a newly established private firm consisting of three 
partners. 

Describe the information you would ask for before commencing 
the Audit. * (M. Com.) 

[Hints : The Auditor w ill first of all visit the client’s place and 
try to collect maximum information about the nature of 
*hush'c\s, the method of heepinq the Accounts* the $ y stem 
of Internal check employed , the provisions of Partnership 
Agreement and the allotment of duty to the partners .] 

2. You arc appointed the first Auditor of a firm consisting 

of several partners. What information must you call for before 
undertaking I lie \udil ? (B. Com ) 


8. You have been requested by a Sole Trader to audit his 
accounts for the first year of his business ended December .‘<1, 
19 Hi. Set out the order in which you should proceed to execute 
your work. (B. Com.) 

[Hints : After determining the scope of work from the letter 
of appointment, the Auditor will ffiually proceed to 
execule Ins work in the following order : — 


//( a) Vouching of the Cash Book and checking up of 
^ the Bank Reconciliation Statement ; ^ 

(b) Vouching of the Purchases & Sales Boofe^ the 
Journal and other subsidiary books like the Bill* 
Register ; 


f£c) Castings and Postings of all the financial Books ; 

(d) Verification of Final Accounts with supporting 
l f schedules ; and 



Submitting Report of Audit to the sole trader.] 



MODES OF AUDIT 


2 & 


4. What are the considerations an Auditor should bear in 

mind on the commencement of a new Audit ? ' 

(Chartered Accountants) 

5. Describe briefly what steps, you would take before 
commencing the detailed work of the Audit of a newly fonned 
limited company. 


6. A Chartered Accountant has been asked by the partners 

of a firm to take up the Audit of their accounts. State what steps 

he will take before he actually commences the work. (B. Com.) 

» 

x7 v ^What is the exact significance of the term 'Internal 
Chrnc ? How will you satisfy yourself that there is a suitable 
system of internal check in a large manufacturing concern with 
regard to (a) Cash Sale-5 and (b) Credit Purchases^? 

[Hint if / The Auditor will be satisfied as to the system of 
// internal check in operation regarding cash sales of his 
( client if he finds that the sales proceeds are all promptly 
recorded in the Cash Book and the record is checked 
independcnlly by a responsible officer. The cash sale 
collections should be receipted through National Cash 
Register wherever installation of this appliance is 
possible. To avoid there being misappropriation of 
cash tli<‘ Auditor should disapprove of the practice of 
Cash Book being written by the person collecting the 
cash from Parties^* 

The c . lit purchases of a large manufacturing 
concern may be takm to have been duly recorded if the 
following things arc complied with - 

(a) The purchases are ilways made only on the strength 
of Indents issued from the department requiring 
the goods and sanctioned by some responsible official 
in charge of the purchases. 


n 


(b) On arrival of the goods, the matter is recorded in the 
Goods Inward Book in detail. 

(c) After goods come under the custody of the store-keeper, 
he issues a Store Receipt stating that the goods have 
been stored in good condition and forwards that Receipt 
to the" Accounts Department] 

V- fa) What do you understand by the term 'Internal Check* 
in Auditing ? (b) Examine the position of an Auditor of a 

limited company in relation to internal check operating in the 
business. 
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[Hints : Where* to the satisfaction of the Auditor, an efficient 
system of internal check is in operation in a limited 
company* the Auditor may free himself from the 
onerous task of doing a detailed and complete Audit. 
Instead, he will do what is, called ‘lest check’. Test 
checking means bringing only certain portions of the 
record in the financial books under examination. If in 
the portions examined, no glaring mistake is found, it 
may be assumed that the r$st of the record is also 
error-free. If, on the other hand, serious mistake is 
discovered in course of test-checkmg, the Auditor has 
to arrange a detailed Audit. As a company Auditor is 
the custodian of the interests of shareholders, he should 
not take to test-checking so liberally.] 

v 9. Record a comprehensive system of internal cheek with 
regard to the Buying and Selling departments of a manufacturing 
concern. 

[Hints : Th ft Buying and Selling departments of a manufacturing 
concern should be under the charge of persons of 
executive rank All purchases and sales must-be made 
under sanction from a responsible official and through 
the Order Book'.. Due entry should be made in the 
Goods Inward Book and the Store Receipt issued for 
all purchases For every sale, proper record must 
appear in the Goods Outward Book. A separate staff 
employed by the Management should re-check the Order 
books, Purchap°s and Sales books. Goods Inward and 
Goods Outward books, and other relevant books and 
documents connected with purchases and sales. There 
should be co-ordination between the Buying and the 
Selling departments and proper watch should be kept 
on the stock-level with the help of Bin Cards. All 
precautionary measures should be adopted for minimis- 
insr chances of goods defalcation.] 

10. What do you understand by internal check ? Do you 
think an internal check system can be made absolutely reliable ? 
How far can an Auditor rely on such a system in discharging his 
duties to the shareholders ? (B. Cden.) 

What is meant by ‘Internal Check' in Audit ? Menffcn 
sotnetypes of business where internal check is very essential,* 
giving reasons for your answer. 

[Hints : Internal check must be in operation in a retail shop 
doing large volume of cash sales, in a Manufacturing 
x concern producing a large variety of articles and in 

Druggists’ shops and other establishments where big 
stores are held.] 



MODES OP AUDIT 


27 


12. With a view to preventing a repetition of extensive 
fraud in relation to cash sales, you are 'requested by your client 
to outline a system of internal check which will effectually close 
any loopholes at present existing. Suggest some special matters 
which should receive attention. (B. Com.) 


Flnteri 




State briefly what is meant by ‘Internal Check’ and 
Internal Audit’. To what extent do these affect the work 
performed by an Auditor of a limited company ? (M. Com.) 


[Hints : By internal check is meant an arrangement whereby 
the entries made by one or more persons in financial 
books are verified by another set of persons under the 
same management independently by reference to records 
and doruments. Internal Audit, on the other hand, 
means that a separate staff, known as internal 
Auditors, are engaged throughout the year to check the 
entries passed in the books of accounts. The duties, of 
a Statutory Auditor are minimised to a considerable 
extent where ‘internal check* and ‘internal Audit’ are 
in operation. Instead of doing an exhaustive Audit he 
may conduct a partial Audit of sales, purchases and 
other non-cash and cash transactions. But, for the 
verification of assets like Investments, Sundry Debtors, 
Closing Stock, CaOi and Bank balances, etc., it will be 
the duty of a Statutory Auditor to make a comprehensive 
andMetailed Audit.] 

, lAf. Give instances of irregularities which are likely to 
occur m absence of proper internal check on “Cash Sales”. 

(Chartered Accountants) 

% \ Hints : In absence of proper internal check on "Cash Sales” 
the following irregularities may occur : defalcation of 
casli ; suppression of cash memos resulting in short 
collections ; removal of saleable articles from the shop 
causing thereby defalcation of goods ; issuing of false 
cash memos and thin by misappropriating the cash 
collected,] 

)qx hat is meant by (1) Internal Audit, (2) Internal 
Clieck ami (3) Test Check ? (Chartered Accountants) 

16. Outline a system of internal check calculated to prevent 
the following types of fraud : — 

(i) A Bank Manager allows, credit without security knowing 
that the borrowers have no means to repay. 
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(ii) Stock is written up in order to augment profits. The 
Manager is entitled to 10% on profits of the firm. 

(iii) Cheques are drawn against false vouchers. 

[Hints : (i) A responsible official of the establishment should 

check the monthly closing balance of the customer’s 
accounts by reference to the Overdraft Security 
Register to arrest the fraud. If any securities were 
lodged to cover the credit/ this would appear in the 
above named register, (ii) A responsible person from 
the Management should make a physical verification of 
the closing stock by reference to the stock inventory 
showing closing quantities and valuation. This would 
prevent over-valuation of stock. (iii) If some 
responsible official independently checks all the payment 
vouchers with counterfoils of cheques issued, irregular 
payments may be avoided.] 

17. It has been suggested that one of the dangers of the 
mechanization of accounting records is to increase the possibility 
of fraud. Discuss this contention. (Chartered Accountants) 

[Hints : It is a wrong belief that mechanization of accounts 
tends to fraud. This belief is strengthened by the fact 
that loose leaf cards arc employed for record-keeping 
which may be replaced for fraudulent purposes. But 
if there is an internal control over these cards, they 
cannot be replaced without the knowledge of the 
Management. Chances of fraud are rather much less 
under the mechanized system. For example, the Cash 
Book is prepared independently in the machine section 
from the counterfoils of the cash receipts and payment 
vouchers supplied by the cashier. If there is an 
internal chock of the entries made by 'the machine 
section in the Ca-.h Sheets, there is no chance of fraud 
at all. Bui where in a small business the\ whole opera- 
tion is in charge of one or ttyo persons, there may be 
chance* of fraud if the accounts Are compiled hy the 
machine.] 
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ROUTINE CHECKING 


Checking of castings and postings in the financial books, 
although of a mechanical nature is a matter of fundamental 
importance. Casting means the work of 
Routine checking totalling and posting signifies taking matters 

scope meaning a " already recorded in books of Original Entries 
into Ledger. Routine checking of castings 
and postings will reveal errors, if any. If this is not done in 
a thorough manner, errors will remain undiscovered, and conse- 
quently, the Trial Balance will not agree, and the Final Accounts 
cannot be drawn up. 


If there exists an efficient system of Internal Check or 
Internal Audit, the Auditor's duties are 


Reliance of the 
Auditor on Internal 
Check or Internal 
Audit 


minimised. For, the Trial Balance is perio- 
dically drawn up and made to agree. In 
such cases, the Auditor will only do a 
‘ test check’ of the castings and postings 


in the financial books. 


The Cash Book should be brought under a thorough 
checking where internal check is not in operation. After the 
castings have all been examined, the postings 


On what lines 
Routine Checking 
•will be conducted 


will be clocked by reference to relevant 
accounts in the ledger. It has to be taken 
note of that for one Cash Book entry, ledger 


posting will be only in one account in the ledger— either on the 


debit side or on the credit side. For. the Cash Book is itself 


a ledger, serving the purpose of Cash Account. In other cases, 
for instance, for one Purchases Day Book entry, ledger posting 
will-be in two accounts of the ledger, viz., the Purchases account 
ahd the Supplier’s account The postings from the Purchases 
Day Book will be as follows. The Supplier's Account will be 
credited in the lodger as and when a transaction is recorded in 
the Purchases Book. A ’d the Purchases Account in the Ledger 
will be debited with the total amount of purchases of a particular 
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period, such as a week, or a fortnight, or a month. Likewise, 
in checking the postings of the Sales Day Book it should be 
seen whether the Customers’ accounts have been duly debited 
and the Sales account credited with the periodical totals. The 
same practice should have been followed in the matter of postings 
from other books of Original Entry. The castings of Petty 
Cash Book should be checked in full. The postings from this 
book are to be examined with the General Cash Book for moneys 
obtained and with respective ledger accounts for nominal 
expenses. In a concern where transactions are numerous, the 
task of postings and their subsequent checking will be rendered 
easier, if the Ledger were divided into three parts : (a) General 
Ledger (b) Sales Ledger or Sold Ledger and (c) Purchases 
Ledger or Bought Ledger. The General Ledger will contain all 
accounts other than the personal ones. Personal accounts will 
find their place in the Sales Lodger, where the accounts are of 
customers to whom goods have been sold and in the Purchases 
Ledger, where the accounts are of suppliers from whom goods 
have been bought. The checking of castings and pbstings of 
the Journal Proper should preferably be done in full. Postings 
from the book will be made in the General Ledger. The castings 
and postings of other Subsidiary books like Bill books. Return 
Inward and Return Outward books, &c. should also engage the 
.attention of the Auditor. It will also be the duty of the Auditor 
to check the casting of the Trial Balance and the Final Accounts 
with supporting schedules. The system of checking the castings 
and postings as indicated above is known as ‘Routine Checking'. 


QUESTIONS ON CHAPTER V 

1. What is the meaning of the terms : ‘castings’ and 
‘postings’ ? Appraise their importance. 

2. Should it be the duty of the Auditor to dl38k the 
‘castings’ and ‘postings’ in full where the Trial Balance agrees ? 

[Hints : If there is internal cheek or internal Audit in operation, 
the Audi! or may do a ‘test check’ ; otherwise, he will 
conduct a detailed check for the detection of compenT 
sating errors, or errors of principle, if any.] 

What do you understand by the term ‘Routine Checking’ ? 
Illustrate your answer. 



CHAPTER VI 


VOUCHING 


Vouching means examination of the record of a transaction 
with reference to documentary evidence. In 
support of an entry in the financial books a 
document has to be kept ready serially 
arranged and to be produced before the Auditor for scrutiny 
This document is commonly known as voucher. 


Meaning of the 
term ‘Vouching’ 


Cash Book Vouching; , 


Before undertaking Cash Book vouching the Auditor must 
ascertain the extent of internal check in operation. If the 
'internal check is on sound lines^ the Auditor may do ‘test check’ 
ofcash transactions. The Auditor should insist on the practice 
of the cashier not writing up the Cash Book. For, a scope of 
fraud is always there if the Cash Book is in charge of the 
cashier. The person authorised to sign payment vouchers 
should be a responsible oflicial and with his signature the 
Auditor has to be fairly acquainted^ 


Vouching of cash 
receipt transac- 
tions 


The Auditor shorld see to it that the person having 
authority to receive cash remitted to the client and to open 
envelopes containing cheques, postal orders, etc., brings all 
receipts to the notice of soiriebody holding a 
responsible position in the concern. The 
cheques and postal orders should preferably 
be crossed “A/c Payee only”. The assistant 
entrusted with the task of making entries in the Cash Book 
should be a person other than the one receiving cash remittances. 
The Cash Book writer, instead ot being a person attached to 
the Cash Department, should preferably be one belonging to the 
Aocounts Department. Under lock and key and at the custody 
of a responsible official will lie the Cash Receipts Book with 
counterfoils bound and consecutively numbered. The cashier 
will take the Book, when for a cash receipt necessary document 
is to be prepared. The Auditor should be particular about the 
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non-recording of a cash that has been received. A case like 
that may arise if the cashier makes the counterfoil of the 
Receipts Book disappear, the original having been duly issued 
to the party making the payment. If the Auditor is careful 
enough to check up whether the numbers of the counterfoils 
are in consecutive order, chances of fraud as referred to above 
can be minimised. Where the appliance ‘National Cash 
Register' is in use to record the daily receipts, the Auditor 
should check up the recordings of daily collections on the tape 
and verify this by reference to entries in the Cash Book debit 
side. In case of money collected on account, that is, from 
debtors who bought goods earlier on credit, complete vouching 
0 vHll require examination of the cash receipt evidence together 
with office copy of the challan prepared when goods were sold. 
Also is to be examined the copy of Bill sent to the party. In 
the matter of examining the receipt of Investments yield, the 
following measure should be adopted. The Auditor will ask for 
the Investments Ledger. In this ledger there should be separate 
accounts for, each Investment indicating on top the dates on 
which interests or dividends are receivable. The Auditor is to 
see that all interests and dividends have been realised by the 
due date and he is to take the Bank Advice and the Dividend 
Warrant under his examination. Similarly, where Rent is 
receivable or any other source of cash receipt is there, the 
Auditor should verify whether these moneys have been duly 
collected or not in time and he should scrutinize the relevant 
agreement with the parties concerned. To verify receipts on 
account of Interests on Bank Deposits the Pass Book entries 
must be examined. For interests receivable on Loans granted 
to parties, the terms contained in the Mortgage Deed are to be 
consulted, if the loan is a secured one ; in, case of an unsecured 
loan, the Agreement with the party concerned will serve as the 
guiding document. For money realised on the discounting of 
a Bill of Exchange, the record in the Bills Receivable Book and 
in the Bills Discounted Book together with the Bank statement 
showing the rate of Bank Discount should be carefully examined. 

While vouching the Receipts side of the Cash Book the 
Auditor would do well to bear in mind the chance of a fraud 
as narrated below. It is possible that the cashier in collusion 
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with the Cash Book writer will have managed not to send the 
collected cash & cheques to the Bank, there being due record of 
such collections in the Cash Book. The Auditor can arrest such 
fraudulent practices by making a test checking of the counter- 
foils of Paying-in-slips. He will insist on the daily collections 
being deposited into Bank the same day or the day next. 


The vouchers related to cash payments should all be serially 
numbered and filed chronologically, that is, in order of date. 
The filing has to be in accordance with the order of entries on 
the Cash Book credit side. It should be especially looked to 
whether a payment has been made in connection with the 
authorised business of the concern and whether the payment 
* ’ has been made to the right party. The bills 
Veiling of ^ash submitted by parties should be in the printed 

fion* 6111 tranS ° C form. It has to be seen I hat the payment 

voucher has been passed by one in authority. 
The Auditor should also make sure that the signature of the 
party receiving payment is genuine. While examinin g the 
payment voucher, the Auditor will pay attention to the head 
of payment. A proper distinction between Revenue payments 
and Capital payments must have been observed. A list shall 
now be drawn^ up by the Auditor of all payments for which 
There are no vouchers. And this should be recorded in the. 
Audit Note Book. bt settled with the Management as soon 
as possible. 


Whenever any Plant and Machinery have been purchased, 
the Auditor is to examine the original Invoice from the suppliers 
and their Receipt, together with Public Carrier's Bill of Cost. 
If the machinery is imported from abroad, the Customs Duty 
Receipt and the Port Commissioner’s Landing and River Due 
Receipts are to be examined. In the case of purchase of 
Furniture, the seller's Invoice and the cartage Receipt will be 
jHie supporting documents to be scrutinized by the Auditor. 
* When a Building is constructed, the Con- 

'-'Vonch.ing of Capital tractor’s Rill of Cost should be taken into 

payments „ consultation. But when a Building is pur- 

chased, the Solicitor’s Correspondence and the Title Deed of the 
Building should be examined. 


3 
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Whenever any payment is made to the staff on account of 
salaries, the Auditor will vouch every payment with reference to 
the salary payment (book 4 ) and he is to see that there is proper 
receipt for every payment. Jn the matter of wages payment 
the Auditor will particularly examine the system of payment 
and the nature of internal check in operation. It is advisable 
to have a Time Recording Clock at the entrance gate of each 
factory. And this checking should be in charge of a Foreman. 
When a workman reports for duty, he is to get his card duly 
punched on the Time Clock and have it handed over to the 
Foreman. The Foreman will, from this card, prepare the 
Muster-Roll (Attendance Register). This Muster-Roll will be 
the basis of payment of wages to the Time Workers. Separate 
cards of a different colour will be issued to those working on 
piece rate and their cards will be filled up by the Foreman 
of the shop where they are employed, indicat- 
Vouching of Pay- jujr the jobs they have completed. These 

and Wages 8neS cards will be the basis for preparation of the 
wages sheets from which the payflnent of 
piece rated workers is to be done. The Auditor should check 
the rates and calculations on the Muster-Roll and the Wages 
Sheets in order to see that overpayment is not made. He should 
suggest to the Management that on the payment day the Manager 
and the Foreman should be present on the spot. They will see 
that payment is done to the right person. To create a moral 
impression, it is advised that the Auditor will also pay a 
surprise visit on the date of payment occasionally. 

The Broker's Bought Note and Receipt should be examined 
by the Auditor for vouching the purchase of Investments. And 
the Stock Exchange Gazette quoting prices 
Vouching of prevailing on the date of transference of 

nve^tinunb the securities ought to be consulted in order 

to see that proper rates of purchase were charged. , 

The correspondence in this connection has first to be looked 
into The Receipt from the borrower will 
Vouching of Loan« a ] ao b e the supporting document, where the 
advanced to parties j j0an j g w jthout security. If the Loan is on 

Mortgage the Mortgage Deed and the Title Deed of the Asset 

•This book, in official terminology, is known as Acquittance Roll. 


Vouching of 
Investments 
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mortgaged together with the party's Receipt are to be examined. 
To establish the auth entici ty of commissions paid to 
travellers and agents, the agreement entered 
Vourhmsi of Agent s into with the traveller or the agent should 

Commission 01 & examined. The Statement of Accounts 

with supporting vouchers submitted by the 
agent or traveller should also be examined by reference to the 
payment voucher. 


The Receipts side of the Petty Cash Book should be vouched 
by reference to the Requisition slips and the 
PcityCish Book Petty Cashier’s Receipts along with the 

vouching . „ ,, ‘ „ , 

credit entries of the General Cash Book. 
The Payments side of the Petty Cash Book should be vouched 
with supporting vouchers duly receipted. Also, it should be 
looked to that the total payments do not exceed the Imprest. 


Purchases recorded in the Purchases Book should be 
vouched with original Invoices and the suppliers’ Receipts. 
It should be seen that some responsible officer is in 
charge of the purchases. In this connection 
touching of Pur- Order Book should also be scrutinized. 

c °° All the goods bought are to be traced 

into the Goods Inward Book where appears the record of 
the goods bought and u.eir movements. Else, goods may be 
purchased and sold outside by unscrupulous persons for their 
personal gains. Hence, the impoi ance of examining the Goods 
Inward Book thoroughly. 


’ The Auditor should see that there is a proper system of 
recording the Purchases Returns. Goods may have to be returned, 
where the supply is not in accordance with the specification. 
The Manager or the Store Keeper should be advised to send 
intimation to tt<e Accounts Department for 
Vouching of the preparation of Debit Notes to the 

Jtctunw Outward suppliers. And the Auditor should vouch the 
Returns Outward Book with the copies of 
Debit Notes, the original whereof is to be sent to the creditor. 

The Auditor has to vouch the Sales Book with copies of 
Outward Challans, the originals of which are sent to the 
customers. It is advisable that some responsible officials 'will 
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be in charge of sales. The Order Book should also be taken 
into examination together with the Goods 
Book” 8 ° f ^ a5C9 Outward Book, which records movements of 
the goods sold. In this connection the Bill 
Register and copies of Bills should also be scrutinized in order 
to see that proper Bills were issued to the parties for Credit 
Sales. In case of cash sales, the Auditor should ask for the 
Cash Memo* and see that they aTe consecutively numbered. If 
National Cash Register is in operation, the Tape Record of all 
cash sales should be examined. 

The customers of a concern may not sometimes approve 
of the goods supplied. And the practice in 
Vouching of the mercantile world is that of taking back 

Book such goods as do not meet the buyer s 

approval. The Auditor should vouch the 
Returns Inward Book by reference to Correspondence with 
parties and the Debit Notes rendered by them. 


At the time of vouching the Journal Proper the Auditor is 
to see that there has been no violation of the principles of 
Accountancy. The Journal Proper will record the, opening 


Vouching of 
journal Proper 


entries, closing entries, transfer entries, 
adjustment entries, entries for rectification 
of errors and such other entries as cannot be 


recorded in any other Subsidiary Book. The persons signing the 
vouchers related to the Journal Proper should all be very respon- 
sible officials. The Auditor will scrutinize each entry by reference 
to vouchers and relevant documents and see that correct entry has 


been passed. For, manipulation of accounts can easily be made 
through the Journal. Care should be taken to see that no 
revenue item has been capitalised and vice versa. 


The journey of all Bills recorded in the Bills Receivable 
Book and the Bills Payable Book should be carefully watched 
for. Entries in the Cash Book and the Bank Pass Book and in 
the Accounts for debtors and creditors* 
Vouching of Bill appearing in the Ledger are to be examined. 
®°°^ 8 The Auditor should inspect the Bills that are 

still current on th© Balance Sheet date and ask for the parties’ 


* Memo.: abbreviation of the word ‘Memorandum’. 
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Statements of Accounts. The counterfoils or copies of Bills 
accepted will be the supporting documents for transactions 
recorded in the Bills Payable Book. On maturity if payment 
has been made by the client, the evidence of the payment will be 
found in the returned Bills. For the dishonoured Bills the 
noting charges must have been duly recorded in the Books. The 
Auditor has to see that on the renewal of a Bill, the interest 
is duly provided for. And if an eaily payment is arranged 
for a Bill, there ought to be a record for the rebate allowable 
on such payment 


Goods may be bought or sold under a hire-purchase 
agreement or under an instalment agreement. In both cases 
payment is done in a number of instalments, 
Vouching of each instalment money covering (i) price of 

Da™ Bo4^ aS< * Me Asset bought or sold, and (ii) interest 

for deferring the payment. Under hire- 
purchase agreement the owneiship of the Asset does not pass 
on to the buyer till all the instalments are paid off. Under 
instalment system the case is otherwise. The buyer acquires 
full ownership as soon as the contract is entered into. Should 
he fail to pay any of the instalments, the vendor, i e., the party 
that has done the sale, cannot) claim the Asset back to his 


possession For, the property in the goods he has already 
parted with at the vor., Mme of sale, even though the instalments 
remained unpaid. Hence all the vendor can do by seeking the 
help of law is to get the unp.'id amounts realised along with 
damages. 


• For a proper vouching, in all cases the actual Agreement 
should be carefully examined by taking into account or by 
referring to the following : — 


(a) Charging of the interest portion in the instalment 
to revenue (and not to the Asset Account) ; 

, (b) The documentary evidence of payment/receipt. 

Deviations from the terms embodied in the Agreement should 
be promptly detected and objected to. 
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QUESTIONS ON CHAPTER VI 


0*1 


, (a) What is vouching ? 


(b) How would you vouch the undermentioned transac- 
tions ? — 

(i) Interest and Dividend received ; 

(ii) Purchase of Investments ; 

(iiO Compensation received for a claim on an Insurance 
Policy. (B. Com.) 


[Hints : For Interest and Dividend received, relevant entries in 
the Bank Statement and in the Investment Register 
should be seen. For Compensation received for a claim 
on an Insurance Policy, the insurance company’s 
correspondence, claim papers, the insurance policy and 
the receipt counterfoil should be examined.] 

2. Discuss fully what internal checks would bp adopted in 

a big manufacturing concern for the preparation of Wages 
Sheets. (M. Com.) 

3. Set out in detail a system of Internal Cl^ck that you 

consider will prevent fraud in connection with the payment of 
wages in a large manufacturing concern. (B. Com.) 

I. (a) What are the various types of entries you come across 
in a Journal Proper ? 

(b) Select four different transactions from a Journal 
Proper of a Limited Company, and stale the type of 
vouchers you will expect for substantiating the 
transactions. 


[Hints : The following are the usual matters recorded in the 
Journal Proper of a Limited Company : — Share 
Allotment. Share Call, Forfeiture of a share and Re- 
issue of forfeited shares. For entries relating to these 
transactions, the relative Resolutions of the Board 
meeting recorded in the directors’ Minute Book, duly 
signed by the Chairman, should be seen together with 
the Application and Allotment Register.] 

5. Mention the essential points to which an Auditor should 
devote attention in case of the following : — 

(a) Payment of Income-tax on regular assessment, 
fb) Insurance claim in respect of goods, lost by fire. 

(c) Expenditure to put into working order the old 
Machinery purchased during the year. 
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(d) Valuation of Stock .sent out on consignment. 

( p ) Sale of shares Ctm-dividend. 

(f) Freight and Insurance paid on goods sold. 

( Chartered Accountants) 

[ Hints : (a) The Income Tax receipt issued by the tax authorities 
and their assessment order. 

(b) The Report from Surveyors (Landale and Clerk 
are the Surveyors in Calcutta) regarding the amount 
of gross loss sustained less amount expected to be 
recovered from salvage, the Insurance Policy* 
Correspondence with the insurance company and the 
Policy report. 

(c) The Agreement with the repairing company, if any, 
tl e repairer’s Pill of Cost duly receipted and the 
payment voucher bearing signature of some respon- 
sible official. 

* 

fd) The original invoice shoving cost of the goods and 
the proforma imoiee sent to the consignee. 

(e) Broker s Sold Note with forwarding letter and the 
Receipt counterfoil. 

(f) The docmmnt embodying the terms of sale (whether 
C. I. F. or not'), the payment voucher and the 
insurance papers.] 

fi. State how jou would \ouoh the following items in the 
accounts of a Public Limited Company : — 

(a) RemuncrA’ >n paid to the Managing Agents of the 
company ; 

(b) Directors' Tra\elli g and Hotel expenses to attend 
Board meetings : 

(e) Purchase of Raw materials from a firm of whi^h a 
Director of the company is the sole proprietor, 

(B. Com.) 

[2/in/,v : For vouching purpose, the following should be 
exanihi°d : 

(a) The Managing Agen. \ agreement, the papers showing 
calculations of the remuneration due, the payment 
voucher and the provisions of the Companies Act. 

(b) Sanction of the Articles of Association, Receipts from 
the recipient directors and documentary evidence that 
the expenses incurred w f ere in connection with attending 
and reh ruing from Board Meetings or General Meetings 
or were in connection with the business of the cojnpany. 

(e) Minutes Book containing Board Meeting resolution.] 
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7. The Auditor of a large retail stores has failed to discover 
misappropriations in connection with cash sales. In what circums- 
tances, if any, can he be held responsible ? 

8. (a) The proprietors of a large factory request you to 

devise a system in the factory for preparation of 
wages records and payment of wages in as efficient a 
manner as possible. 

Indicate the essential points that should, in ‘your 
opinion, form a part of such a system. 

(b) As an Auditor, what steps will you take to satisfy 
yourself ihat the system has been working well and 
the total of Wages account in the General Ledger 
represents the appropriate figure of wages of the 
factory ? (B. Com.) 

9. In vouching a Cash Book you find the following pay- 
ments : — 

(i) Travellers’ Commission, (ii) Staff salaries, (iff) Payments 
to builders on account of contract for erection of* building, 
(iv) Purchase of Plant and Machinery, and (v) Purchase of some 
Municipal Debentures. 

What proof would you require to satisfy yourself that the 
pa 3 Tnent in each case has been correctly made ? (B. Com.) 

[Hints : (i) Travellers’ statement of accounts, Travellers’ agree- 
ment and the receipt from them. 

(ii) Salary Book and Service records. 

(iii) Contractor’s Bill of Cost and Agreement and the 

(iv) Purchase Order Book, the Original Invoice and 
payment receipt. 

parly’s Receipt. 

(v) Broker’s Note and the Receipt and the Stock 
Exchange quotations..] 

10. How would you verify the following payments appearing 
in the books of a limited company ? 

(a) Purchase consideration paid to vendor ; 

(b) Commission on issue of shares ; 

(c) Debentures redeemed by purchase in open market ; 

(d) Payments made under Hire-Purchase Agreements 

(M. Com.) 
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£ Hints : (a) Vendors agreement and the payment receipt. 

(b) Sanction of the Articles of Association, Contract 
with underwriter or broker, the payment receipt and 
the Share Applications bearing signature or Rubber 
Stamp of the brokers. 

(c) Broker's Bought Note, his receipt, counterfoil of 
payment cheque and provisions of the Articles. 

(d) The Hire-Purchase Agreement. 

N.JR. It should be seen whether depreciation has been 
charged on the full value of asset and whether the 
interests have been correctly calculated.] 

11. A manufacturing concern of which you are the Auditor 
has suffered loss as a result of frauds perpetrated in the following 
manner : — 

(a) Fictitious entries for ‘goods returned' were passed 
through the books and posted to the credit of the 
personal accounts, the cash being misappropriated as 
and when received. 

(b) Fictitious purchases were entered in the books and 
duly posted to the personal account. Subsequently 
cheques, purporting to be in payment of the accounts, 
were drawn out, endorsed and cashed and divided 
by and between the staff. 

(c) Dummy men were included in the wages sheet and the 
amount divided between certain members of the staff. 

State the steps you >• ould take to detect such frauds.. How 
can such frauds be prevented ? (M. Com.) 

[I/infs : (a) The Stock Records (Bin card &c.) showing incoming 
and outgoing of goods are to be verified by reference 
to entries in the books of accounts. It should be 
seen whether the Outward Challan of the customer 
returning the goods is there. Such frauds can be 
prevented if proper inquiry about the deal is made 
before sanctioning payment. 

(b) The supplier's Outward Challan showing the 
description and pric * of the goods should be 
scrutinized with the receipts from party. Before 
the payment cheque is issued, proper examination 
on the above line should be made by some 
responsible official. 

(c) Payments to dummy men can be detected if the 
names of the Wages Sheets tally with names 
appearing on Punched Cards issued for workmen and 
also with the natftes in Attendance Registers of 
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different shop*?. The Works Manager in conjunc- 
tion with the Shop Foremen must be present on the 
pay day and supervise the weekly payment of 
wages. The Wages payment sheets should be 
prepared in the Accounts department from cards 
punched at the gate under the supcr\i*>ion of a gate 
Foreman.] 

12. Describe what you consider to be the proper method of 

auditing the wages book of a manufacturer. (B. Com.) 

13. Slate bow you would \erify the correctness of wages 
paid in a manufacturing concern and wlmt internal check in the 
preparation of Wages, Sheets should always be adopted. (B. Com.) 

14. Tabulate the points that should be looked into by an 
Auditor in accepting a \ouchcr in support of a receipt. (B. Com.) 

[Hints : The relative papers in connection with the receipt of 
money should be examined together with the receipt 
counterfoil. If the money is banked, the pay-in-slip 
and t lie Bank’s Statement should be seen. The head 
of account under which the amount has been received 
should engage the Auditor's attention for the allocation 
of income.] 

15. Whal do you understand by inching a payment ? How 
would you \ouch the following : — Rovaltv, Preliminary Expenses, 
Share placing Commission, Hire-Purchase Instalments, Directors' 
Travelling and Directors' Remuneration ? 

[Hints : Payment vouching means the authentication and verifica- 
tion of disbursements wills relative payment vouchers 
and parties' receipts. 

In addition to fhe payment receipt, counterfoils of 
issued cheques and Bank Statements, other supporting 
documents for the following payments will be as 
follows : 

R<naliy Royalty Agreement and the Correspondence. 

Preliminary Provision in the Articles of Association and the 

Expen-es Directors’ Resolution. 

Contract with the broker or underwriter, 
Share-placing sanction of the Articles, the Directors’ Reso- 

Commis^ion lution, the Share Applications bearing stamp 

of the brokers or underwriters and entries in« 
the Allotment Register. 

The Hire-Purchase Agreement, the correspon- 
Hire-Purchase8 denee and the Accountant's interest calculation 

Instalments statement. 
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Sanction of the Articles, the Agreement with 
tlie Directors and the statement from directors 
that the travelling was undertaken for further- 
ance of the company’s business’. 

Provision of the Articles, the Agreement with 
the Directors and the commission calculation 
statement prepared in keeping witli Sec. 198 
and Secs. .‘*09-11 of the Companies Act.] 

16. Indicate the points of difference between (a) Sales, 
(h) Consignments, and (c) Goods on Sale oi Return. 

What difficulties may be experienced if goods sent out on 
Sale or Return arc initially treated as outright sales and after- 
wards treated as sales returns when they are not accepted by 
customers ? ‘ (B~. Com.) 

[Hints : In ca c e of a sale the ownership of the goods immediately 
goes to the buyer. Consignment should be distinguished 
from sales, as, when goods are sent out on consignment, 
the ownership remains \estcd in the Consignor, the 
Consignee acting merely as an agent. Where goods are 
sent to customers on Sale or Return basis, in that case, 
too, the proper!) in the goods does not pass on to the 
party until Sale Advict is recent d. 

To treat the sending out of Goods on Sale or 
Return as sales would be wrong, because this inflates 
the sales figure improperly. The trading results will 
be affected bj this inflation if the unapproved goods arc 
returned after the financial period If the return is 
within the financial period, that doe> not affect the 
Gross Profit, but the sales record*- will be wrong even 
if the amount of sales is adjusted against the Returns 
Inward.] 

17. What procedure would ) ou as an Auditor adopt for 
checking goods sent to customers ‘on sale or return’ ? How should 
these transactions be treated in the annual accounts of the firm ? 

(B. Com.) 

[Hints : The Auditor will check the Goods on Sale or Return 
Book with the conies of challans sent to the parties 
together with the correspondence in connection with 
Sale or Return Advices. When sales are effected, the 
amount of moneys received from partv should be traced 
into the Cash Book after cash or cheque is received. 
In the case of credit transactions the amounts should 
be traced into the party’s ledger account. 


Directors’ 

Travelling 


Directors’ 

Remuneration 
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If the goods; have been sold, it will be treated as 
outright sales ; otherwise, the goods lying with the 
party should be merged under Closing Stock.] 

18. If you are required to audit and certify the total pur- 

chases and sales of a large business during the year, explain in 
detail the procedure you would adopt. (B. Com.) 

19. Gautam Brothers; have started a big departmental 

stores. They want you to suggest a avstem of internal check 
regarding daily cash takings. Incorporate in your report as many 
relevant points as you can. (B. Com.) 

20. As an Auditor to a concern, to what points would you 

direct your special attention when examining the methods of 
dealing with moneys received ? (B. Com.) 

21. For what purposes is the Journal used ? How is it 

to be audited ? (M. Com ) 

22. How would you vouch the following ? — 

(a) Bad Debts written off. 

(b) Customs and excise duties. 

(c) Payments under hire-purchase. 

(d) Directors’ travelling expenses. 

( Chartered Accountants ) 

{H'nts : (a) Bad Debts written off should be vouched by reference 
to correspondence with the debtors concerned. The 
Auditor must be satisfied that adequate efforts were 
made to realise the amounts due. The tax autho- 
rities will not allow Bad Debts in the accounts 
unless evidence is shown to them that in spite of 
repeated reminders the amounts remained unrealised. 
The Auditor will also scrutinize the Bill Register 
in which the dale of the Bill issued to party is* 
indicated together with the date of realisation. 

(b) The payment of customs and excise duties by the 
client is to be vouched with Customs and Excise 
Receipts. Where a deposit account is maintained 
between the client and the customs authorities, a 
lump sura money being kept by way of deposit to 
cover the Customs dues of merchants doing a 
regular import/export business, the payment should 
be traced from the Pass Boole issued by the Customs 
authorities. On the Balance Sheet date they issue 
a certificate of the closing balance which should be 
seen by the Auditor along with the Pass Book. 
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Where numerous excise duties are paid as in the 
case of tea companies, the same procedure is adopted. 
A statement showing the adjustments of duties is 
furnished by the Excise authorities together with 
a certificate of closing balance on the Balance 
Sheet date. The Auditor fdiould examine all t of 
these documents. 

(c) Payments under hire-purchase should be vouched by 
reference to the Hire-Purchase Agreement, Payment 
cheque counterfoil and the party’s Receipt together 
witli the correspondence in this connection. 

(d) The provisions, of the Articles of Association, T/A 
Bills submitted by Directors and the payment Receipt 
are the records 1o be examined by the Auditor in 
connection with vouching of Directors’ travelling 
expenses. Expenses incurred for private purposes 
should always be disallowed.] 

23 . How would you vouch : 

(a) Member^ subscription received in the accounts of a 
football club. 

(b) Partners,’ salaries in the accounts of a firm. 

(c) Income from advertisement in the journal of a 
literary society. 

( Chartered Accountants) 

[Hints : («) Subscriptions received from football club members 
should be vouched by taking the following documents 
into examination . (i) List of outstandings of 

members, (ii) Receipt counterfoils, (iii) Original 
applications of the members showing ihe date of 
admission, and (iv) the Members’ Register. 

(b) To vouch ‘payment of partnership salaries’, the 
following should be examined :(i) the Partnership 
Agreement, (ii) Profit and Loss Account showing 
allocation of profits among the partners., and (hi) 
partners’ Receipts. 

(c) To vouch ‘income from advertisements appearing in 
the journal of a literary society/ the following 
should be examined : (i) contract with advertisers 
in connection with fixation of advertisement rates, 
(ii) the Advertisement Bill, (iii) receipt counter- 
foils, and (iv) the insertion of advertisements in the 
magazines.] 
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24. As Auditor you find that the following payments have 
been made by a company during the year : 

(1) <£3,200 to the company’s stock brokers in respect of 

.£4,000 4^ per cent Debenture Stock of the company 
purchased in the open market for the purpose of 

redemption. 

(2) <£8,000 to a former director of the company in 

consideration of his agreement not to take legal action 
in respect of the premature termination of his service 
agreement. 

(3) £25,000 to the Trustees of the company’s pension 
Fund, A supplementary scheme has been introduced 
to augment pensions under the existing scheme .and the 
payment represents the amount necessary to provide 
for back sen ice, in respect of the increased pensions. 

(1) c£ 500 to each of the directors of the company as 

allowances to cover travelling and entertaining 
expenses 

(5) .£1,000 to a contractor for llu* demolition of pari of 
the roinpam s exiting promise^, to enable additional 

factory buildings to lie erected. 

Stale the evidence you would require to vouch each of these 
items, and indicate how you would expect them to be dealt with 
in the Annual Accounts of the company. 

(Chartered Accountants) 

[Hints : (1) To vouch the purchase of Debenture Stock in the 

open market by the Company for redemption the 

Auditor should inspect the following : — 

(i) Provisions of the Articles of Association regard- 
ing Debenture Redemption. 

(ii) Resolution of the Board of Directors authorising 
the redemption of Debentures through such 
purchases, 

(iii) Debenture Trust Deed and provisions in 
connection with the redemption. 

(iv) The Bought Note of the broker and his Receipt 
relating to the purchase. In the company s 
books the Nominal Value of Debentures re- 
deemed should be debited to Debentures 
Account and the Debentures as shown in the 
Balance Sheet should be reduced by this amount. 
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(2) In order to vouch tiie payment of <£8,000 to a former 
Director of the Company, the Auditor should 
examine the following* : — 

(i) The Agreement under which the payment of 
<£8,000 was made. 

(ii) The Director’s Receipt showing that the payment 
was made in full satisfaction of all his claims. 

(iii) The Profit & Loss Account (to see that such 
paj'ment has been shown separately). 

(tf) To verify the payment of <£25,000 the Auditor 
should sec the following : — 

(i) I he original terms and conditions of the Pension 
Fund. 

(ii) The conditions of the Supplementary Scheme. 

(iii) The Trustees' Receipts for the payment. 

(i\ ) The Resolution of the Hoard of Directors. 

(O A certified list of all the employees affected by 
the ncw r scheme and l he liability incurred to 
make provision for their past ser\ ices. 

(\i) Showing of the payment separately in the Profit 
& Loss Account. 

(1) The payment of £500 to each of the Directors 
should l>e \ ouchod l>y examining the following : — 

(i) Sanction of (he Articles of Association of the 
company. 

(ii*) Directors’ Receipts and (he evidence that 
expenses were incurred to foster the interests 
of the company. 

(iii) The Profit & Loss Account (to sec that the total 
amount paid is shown separately). 

(5) £l,000 paid to a contractor should be verified by 
reference to the following : — 

(i) The Correspondence and tin Contract with the 
contractor. 

(ii) The surveyor’s Certificate authorising the 
payment. 

(iii) The contractor's Bill of Cost and Receipt. 

(iv) The counterfoil of the payment cheque. \ 

(v) The Factory Building Account in the Ld^ger 

should also be seen to verify that such expen- 
diture has been capitalised or in tine alternative 
the Profit and Loss Account should lie scrutinised 
to see that this amount has been charged as^er 
Directors' Resolution.] v 
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THE STAGES FROM TRIAL BALANCE TO 
BALANCE SHEET 

While scrutinizing the Trial Balance, the Auditor will 
particularly see that all outstanding expenses and accrued 
incomes have been brought into account. It 
deration C ° nM " will also be the Auditor’s duty to see that 

all Ledger Accounts have been closed and 
properly balanced and grouped under separate headings. 
Capital items must have all been distinguished from Revenue 
items. 


In ease the Debit total of the Trial Balance does not agree 
Where the Trial with the Credit total, all the castings and 

Balance does not postings of the Financial books should be 

agree brought under a thorough check. 

In case of a trading concern, where finished goods are 
bought for resale, Trading and Profit and Loss Account will bo 
prepared. In the first part of this Account will be revealed the 
Gross Profit, that is, the difference between the cost of 
Purchases (including the expenses connected with the purchases) 
and the Selling price. In the latter part of ihv. Final Account 
will be shown the Net Profit (Gross Profit 
Principles govern- minus the Establishment expenses). Where 
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will be added Direct Labour ( Wages paid to workers directly 
engaged in the process of manufacture at the factory) and 
directly chargeable expenses like Carriage Inward on Raw 
Materials bought, etc. The result of the addition, in costing 
phraseology, is known as Prime cost. To Prime cost will now 
be added items of factory expenses like Coal & Coke, Gas, 
Electricity, Water, Factory Rent, Depreciation on and Repairs 
to Factory Premises and Plant & Machinery. The Manufacturing 
Account will be debited with all of these items, the debit side 
total of the Account indicating the cost of Manufacture. 


The idea behind preparing the Manufacturing Account is 
to find out the Cost of Goods Manufactured during the 
accounting period, and also the Cost of Manufacture per unit of 
goods or services. The Total Cost of Manufacture divided by 
the output will indicate the Unit Cost. 


While 

Adjustments 


preparing the Profit and Loss Account due 
adjustments should be made of all accrued 
incomes and outstanding expenses. Else, 
the correct trading results will not be revealed. 


In the case of a Sole Trader or of a Partnership there is no 
specific form of Profit and I oss Account. But the Balance 
Sheet ought to be properly marshalled, i.e., the items should be 
arranged according o a system. The order 
of arrangement should be either of realisa- 
bility or of permanence. If the first order 
is followed the assets that are more liquid 
Will come first and on the liabilities side the items should be 
placed in order of priority of claim. The Balance Sheet will 
thus be in the first form as indicated on the next page. 


Form of Profit and 
Low Account and 
of Balance Sheet 


If the order of arrangement is of Permanence the Balance 
Sheet will then assume the second form. 

For a Joint Stock Company, the Profit and Loss Account 
and the Balance Sheet are to be prepared strictly in accordance 
with the form prescribed in the Companies Act, 1956, amended 
1961, and this will be discussed in chapter XIII. 

4 
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Liabilities 


Assets 

i 

: 

- 

Sundry Creditors 
(£.<?., creditors from 
whom goods or services 
have been bought on 
credit) 


Cash in hand 

Cash at Bank 

Bills Receivable 
Investments 

Sundry Debtors 

Floating 

Bills Payable 

Floating 

Stock-in-Trade 

Liabilities 

Creditors for Expenses 

Assets 

Prepaid Expenses 

(to be met 

( such as outstanding 

(not fo£ being 

Deferred Revenue 

first) 

salaries & wages , 

permanently 

Expenditure 


outstanding rent , &c.) 
Bank Overdraft 

held) j 

(such as advertisement 
C/F &c.) 

- ' 

'Reserve Fund 

Fixed 

Furniture & Fittings 


Loans 

Assets 

Plant & Machinery 

Fixed 

Capital* 

(For being 

Copyright, Patents, etc. 

Liabilities 

(added by Trading 

permanently 

Land & Building 

(to be met 
afterwards) 

Profit and deducted by 
Trading Loss & by 
Drawings against 
profits) 

held) 

Goodwill 



Liabilities 


Assets 

Fixed 

Capital 

Loans 

Fixed 

Goodwill 

Land & Building 

Liabilities 

Reserve Fund 

Assets 

Copyrights, Patents, 

Floating 

i 

i 

i 

l 

Bank Overdraft 

Bills Payable 
Outstanding 

! 

Floating 

etc. 

Plant & Machinery 
Fixture & Fittings 
Deferred Revenue 
! Expenditure 

1 Prepaid F xpenses 

Liabilities 

Liabilities 

Assets 

iStock-in-Trade 


j For Expenses 

Sundry Creditors 

I 


'Sundry Debtors 
Investments 

Bills Receivable 

Cash at Bank 
( Cash in hand 


* Where capital is fixed, the Profit or the Loss should not be transferred to 
the Capital Account, but should appear under a separate account styled aa 
•Current Account*. 
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QUESTIONS ON CHAPTER VII 

1. When called upon to discover errors resulting in disagree* 

ment of a Trial Balance prepared from a set of books, what steps 
will you take to agree the Trial Balance ? (B. Com.) 

2. Define a Balance Sheet and explain why, in the majority 
of cases, it is not a statement of assets and liabilities. (B. Com.) 

[Hints : A Balance Sheet may be defined as a statement of 
Assets and Liabilities of a concern as on a particular 
date But this definition is not comprehensive if certain 
matters are taken into consideration. The Balance 
Sheet often contains items that are not, strictly 
speaking, assets as they are not possessed of the quality 
called ‘convertibility into cash or kind', e.g., the 
fictitious assets. Also it has to be noted that the book 
value as shown on the Balance Sheet after providing for 
depreciation may not be the realisable value. Likewise, 
the liabilities side may exhibit items for which a concern 
is not immediately liable to make cash payment, e.g., an 
income received in advance, the undistributed 
profits, &c.] 

3. (a) What is meant by “Prepaid Expenses’' ? 

Give an example of such expenses. Why is such an 
expenditure called an asset ? 

(b) What is meant 1 * “Deferred Revenue Expenditure" ? 
Give an example. Why is such an expenditure 
treated as an asset ? 

(c) What is meant by the “balance of Profit and Loss 
Account” ? Why is the balance treated either as a 
liability or as an asset in the Balance Sheet ? 

(d) What is meant by ‘General Reserve' ? Why is it 
treated as a liability in the Balance Sheet of a business 
concern although at the same time it increases the 
value of the concern in the financial market ? 

(B. Com.) 

[Hints : (a) ‘Prepaid Expenses' are payment in advance for 
services yet to be received. Mention may be made 
of unexpired Insurance, Rent paid in advance, etc. 
These are assets as a concern will realise in future, 
in the form of service, the benefit of the payment 
already made. 
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(b) ‘Deferred Revenue Expenditure* indicates an 
expenditure which is of a revenue nature but the 
benefit of which is spread over a number of years. 
Heavy amount spent on Advertisement or Prelimi- 
nary Expenses incurred by a Joint Stock Company 
may be cited as examples. So long as such an 
expenditure is not written off, it is to appear on the 
Balance Sheet as an asset ; for, the benefit of the 
expenditure will be realised in the years to come. 

(c) The ‘Balance of Profit & Loss, Account* represents 
either profit of a concern or its loss. In case of a 
credit balance, which means profit, the item will 
appear as a liability on the Balance Sheet, as the 
business is liable to its proprietors for making an 
account of the profit earned. If there has been a 
loss, the Profit & Loss Account will work out a debit 
balance and this will appear as an asset as if the 
amount were recoverable from the proprietors. 

(d) “General Reserve” means a reserve created out of 

the divisible profits of a concern to enable it to over- 
come financial difficulties of an ordinary liakire and 
also for strengthening its financial position. When 
there is a reserve of this kind, it reflects the 

soundness of the concern, but it has to be shown as 
a liability as it is but the aggregate of undistributed 
profits for which the proprietors are the creditors.] 

4. After completing the usual routine audit of a retail 

stores you discover that there is. an appreciable fall in the rate of 
the gross profit as compared with the previous year’s rate. How 
would you satisfy yourself that the figure for the gross profit is 
correct ? (B. Com.) 

[Hints : The Auditor will scrutinize the Purchases Book with 
invoices, particularly of the last month ; the Sales Book 
with outward challans ; and the Stock Book with 
necessary documents. This is for detecting manipula- 
tion, if any, in the figures of purchases, sales, or stock.] 

5. Your client wants your opinion as to whether the per- 

centage of gross profits should be based on (i) Gross Sales ; (ii) 
Net Sales, (iii) Gross Purchase ; (iv) Net Purchases, (v) Opening 

Stock, or (vi) Closing Stock, so as to facilitate comparison of 

trading Tesults from year to year. Draft a suitable reply giving 
reasons for your opinion. (B. Com.) 

[Hints : The percentage of gross profit should be based on gross 
sales, because all the expenses incurred for buying goods 
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and their carriage to the place of business relate 
directly to gross sales. If the percentage is based on 
any other basis, comparison of trading results from year 
to year will be wrong ; for, gross profit has no direct 
bearing on purchases or stock.] 

6. Supply suitable narrations to the following adjustment 
Journal entries and explain how each of the entries should be 
verified. 




Its. 

Rs. 

(a) Interest on Loan A/c. ‘ 
to Rajkumar A/c. 
(Purchases Ledger) 

Dr. 

785 

785 

(b) Plant A/* . 

To Profit on sale of 
Assets A/c. 

Dr. 

2,700 

2,700 

» 

(c) Harijiban A/c. (Sales 

Ledger) 

To House Renl A/c. 

Dr. 

250 

250 

(d) Building Repairs A/c. 
To Building A/c. 

Dr. 

1,850 

1,850 


Also, in each case give the original Journal enlry to which the 
proposed entry is an adjustment. (B. Com.) 

I " Hints : Narrations to the adjustment Journal entries should 
be as follows : 

(a) [Being payment of interest on loan debited wrongly 
to Bajkumar A/e. now adjusted.] This entry should 
be verified from the loan ledger and the payment 
voucher. 

(b) [Being capital profit credited to Plant A/c. now 
rectified.] This entry should be verified from the 
Sold Note and the Fixed Assets Register. 

(c) [Being House Rent realised from Harijiban wrongly 
credited to his personal account in the Sales Ledger, 
now rectified.] This eniry should be verified from 
records in the Purchases Book and from the Rent 
Agreement. 

(d) [Being Repairs to Building wrongly debited to 
Building Account now adjusted.] This will be verified 
from payment vouchers on account of Repairs. 

The original wrong entries were as follows : — 

(a) Rajkumar * Dr. 

To Cash 
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(b) Cash Dr. 

To Plant 

(c) Cash Dr. 

To Harijiban 

(d) Building Dr. 

To Cash J 


7. There is a partnership between a purdanashin lady, 
Malati and two gentlemen, Kalyan anti Subrata. Malati cannot 
take part in the management of the firm. As per Agreement, 
each of the partners has contributed Rs. 10,000 towards capital. 

On the unexpected arrival of a consignment of goods from 
U.S.A., it becomes necessary for the firm to pay Rs. 20,000 to 
their Bankers. This money is advanced by Malati. 

At the end of the year, before the Final Accounts are drawn 
up, Malati claims interest on the Rs. 20,000 advanced by her and 
Kalyan and Subrata claim some allowance for the management of 
the business. There is no provision for any of these in the Deed 
of Agreement. The matter is referred to you as the Auditor of 
the firm. Draft a suitable reply. { B. Com.) 

[ Hints : Under the Partnership Act, in the absence of any 
agreement between the partners, no salary or allowance 
can be claimed for conducting the partnership business. 
If, however, any partner advances, money to the business 
as loan an interest of 6% per annum is allowed.] 

8. How do you distinguish between Manufacturing Account, 
Trading Account and Profit & Loss Account ? 

The following results have been revealed by accounts of a 


firm for five consecutive years : 


Year 

j Prime cost in 

R*. Gioss Profit in Rs. Net Piofit in Rs. 

First 

25,00,000 

12,00,000 

5,00,000 

Second • • 

27,00,000 

15,00,000 

7,00,000 

Third 

32,00,000 

20,00,000 

11,00,000 

Fourth . . 

30,00,000 

18,00,000 

8,00,000 

Fifth 

26,00,000 

14,00,000 

5,50,000 

Comment 

improvement. 

on the firm's 

working and suggest 

remedies for 
(B. Com.) 


fHinfa : Manufacturing Account is compiled for ascertaining the 
cost of goods manufactured during a trading period. 
Trading Account and Profit & Loss Account aim at 
finding out the Gross Profit and the Net Profit of the 
business respectively. On a comparison of the Percen- 
tages of Gross and Net Profits to prime cost it is 
revealed that there are wide variations which may be 
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checked if there is sufficient control over the purchases 
of Raw Materials, Direct Labour and all buying and 
selling expenses. The overhead expenses may also be 
scrutinized with a view to minimising the Cost with 
advantage.] 

9. In course of your audit of the accounts of a workshop, 
papers signed by the Foreman concerned have been placed before 
you, which give the following particulars : — 

MANUFACTURE OF 1000 DUST BINS FOR ALPHA 
ONE MUNICIPALITY 


1 

Raw Materials consumed 





1944 | 

Ca*t 

Iron 






i 

Sheet j 

Paint 

Misc. 

Wages 

Number 

Week ' 





Stores 

Paid 

of pieces 

ending 1 

Quan. 

Value 

Quan. 

'\ alur* 

Rs. 

i 

Rs. 

i 

delivered 

May | 

T.C. 

Rs. 

| lbs. 

1 

Rs 


i 

6 

1-5 

500 

, 12 

210 

75 

i ~ 

225 

30 

13 

2-15 

1,100 

25 

500 

140 

460 

60 

20 

3-10 

1,400 

1 32 , 

600 

| 200 

800 

85 

27 

6-5 

j 

2,500 

| 05 1 

i i 

1,900 

500 

1000 

200 


Comment intelligently on tin above and explain what further 
investigation you should make. (B. Com.) 

[ Hints : On an examination of the Production Accounts it will 
be found that the number of pieces delivered is quite 
irregular week after week. This results in the 
variation in the Cost of Production of the pieces. The 
cost of raw materials and miscellaneous stores purchased 
and wages paid are not uniform. The Production 
Accounts, Store Records and elements of cost should 
be investigated to find the reason for variations.] 

10. State the criteria you would use for distinguishing 
between the following : — 

(a) Capital Expenditure ; (b) Revenue Expenditure ; 

(c) What is ordinarily known as Deferred Revenue Expenditure. 

Give two examples of each # and state how the items would be 
dealt with in the final accounts of a commercial undertaking. 

(M. Com.) 
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[ Hints : (a) Capital Expenditure is incurred for the acquisition 
of Assets of permanent nature which are not meant 
for re-sale. Any expenditure for additions and 
replacements of such Assets is also of Capital 
Nature. For example, the amount spent by a 
Manufacturer to purchase Machinery and Tools is 
a Capilal Expenditure. 

(b) Revenue Expenditure is incurred in the general 
running of the business and for doing repairs and 
maintenance of the Assets of the business. Rent and 
Electricity may be cited as examples of Revenue 
Expenditure. 

(c) Deferred Revenue Expenditure is such expenses the 
benefits of which extend to se\cral financial years. 
For example, Advertisement expenses of a heavy 
amount and Development Expenditure are of this 
nature. | 

11. What do you understand by the terms realised Profits, 

unrealised Profils, earned Profits and unearned Profits ? Explain 
with suitable examples. (M. Com.) 

[ If inis : (i) By realised T rofits is meant that when some Assets 
are sold there a gain in the transaction. For 
example, when a Machinery whose book value is 
Rs. 10,000 is sold for Rs. 12,000 there i*> a realised 
Profit of Rs. 2,000/-. 

(ii) The term ‘unrealised Profits’ signifies that if the 
Assets or goods are sold at Market Price there will 
be a Profit. For example, when a Building shows 
a book value of Rs. 20,000 whose Market Value is 
Rs. 25,000 there is an anticipated unrealised profit 
of Rs. 5,000 

(iii) Earned Profits imply net gain of a business. For 
instance, if the Profit & Lo^s Account works out a 
credit balance of Rs. 6,500, the amount indicates 
the extent of earned profits of the concern. 

(iv) Unearned Profit is gain not earned in business. For 
example di\ idend received from a company on 

investments is an unearned profit.] 

12. How are ledgers made self-balancing ? If self- 

balancing ledgers are in use in a business, would these be of any 
advantage to the Auditor ? (M. Com,) 
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[Hints : Ledgers are made self-balancing by opening adjustment 
Ledger Accounts in such a manner that a Trial Balance 
may be extracted from each Ledger. To make General 
Ledger self-balancing a Bought Ledger Adjustment 
Account and a Sold Ledger Adjustment Account should 
be opened in the General Ledger. Similarly, in each* 
of the Bought Ledger and the Sold Ledger, a General 
Ledger Adjustment Account should be opened so that a 
Trial Balance may be extracted from each ledger. 
Where a self-balancing system is in operation the 
Auditor may rely on the Trial Balance and it is not 
necessary to tick all the items of Ledgers.] 

IB. While examining a Balance Sheet you find that the Fixed 
Assets at the closr of the year have increased by 50% as compared 
to the previous year. What are the possible circumstances which 
may account for this ? State what corresponding change you 
would expect to find in the other items in the Balance Sheet. 

( Chartered Accountants') 

[Hints : Tf the Fixed Assets have increased by 50%, the 
circumstances accounting for this increase may be the 
following - 

(a) 0 \ devaluation through the medium of Revaluation by 
Experts, 

(b) Additions during the financial year by new purchases. 

(c) Strong financial position in fa*our of acquisition of 
fixed Assets. 

New purchases will affect the following items in the 
Balance Sheet : — 

(a) Reduce the Cash and Bank Balances. 

(b) Reduce Investments through sale of Securities to 
obtain money for the purchases. 

(c) Reduce Loans and Advances through realisations.) 

14. (a) Distinguish between ‘Capital' and ‘Revenue' expen- 
diture and enumerate the reasons for such distinction 

(b) State the requirements of the Companies Aet, 1950 
•regarding the manner of showing the following 
assets on the Balance Sheet. 

(i) Fixed assets. 

(ii) Stock-in-Trade. 

(iii) Sundry Debtors. 


(' Chartered Accountants ) 
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[Hints : (a) See hints to Q. 10. 

(b) (i) Fixed Assets must be shown at original cost less 
Depreciation up to the date of the Balance 
Sheet in accordance with Income Tax Schedule* 
distinguishing between various classes of Fixed 
Assets. 

(iij Stock-in -Trade must be shown at Cost or Market 
price whichever is lower. 

(iii) Sundry Debtors must be divided under the 
following : 

(a) Book Debts over six months. 

(b) Other Debts (Current Debts outstanding for less 
than six months) less provision for Bad & Doubtful 
Debts. 

Sundry Debtors must be further classified as under : — 

(i) Secured Debts considered good. 

(ii) Unsecured Debts considered good. 

(iii) Debts considered Doubtful or Bad due by 
Directors or other officers of the company or Debts 
due by Firms or Private Companies respectively in 
which any Director is a Partner, a Director or a 
Member to be shown separately. Debts due by 
other companies under the same management (e.g.* 
Subsidiary Companies) must be disclosed with the 
names of the Companies. The maximum amount 
due by a Director or other officers of the Company 
at any time during the year must be shown by way 
of a Note on the face of the Balance Sheet.] 

15. Your clients* Rock and Roll Ltd., are engaged in the 
sale and maintenance of pianos, wireless sets and television sets ; 
they have about 5,000 tuning and maintenance contracts under 
which they receive regular quarterly payments from their 
customers. They have suggested to you that it might be more 
convenient to discontinue the existing bound ledgers for the 
accounts of all such customers, and to substitute hand-written 
loose-leaf ledgers. Give your views. 

( Chartered Accountants ) 

[Hints : The introduction of Loose-leaf ledgers in place of bound 
ledgers is not desirable because they are not accepted 
in a Court of Law. Besides, the scope of manipulation 
of Personal Accounts is great* resulting in the defalca- 
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tion of Cash. When there are on the average 5,000 
contracts in operation it is quite easy for the Accountant 
to falsify the Accounts after Continuous Audit to suit 
his own purposes. Therefore, it is not justified to 
introduce loose-leaf system of Ledgers.] 

16. (a) Give three examples of a contingent liability. 

(b) State, in each instance, what inquiries you would 
make, as, Auditor, to ascertain whether any contin- 
gent liability in fact exists. 

( Chartered Accountants ) 
[Hints : The examples are as follows : — 

(i) Arrears of Fixed Cumulative Dividends 

(ii) Pending law suits, say, for breach of contract. 

(iii) Capita] commitments entered* into during the 
financial year.] 

17. Explain thei steps you would take, as auditor of a 
limited company carrying on business as wholesale distributors, 
to satisfy yourself that all current liabilities and provisions are 
included m the Balance Sheet. 

( Chartered Accountants ) 

\ Hints : The Auditor will check the following in detail : — 

(a) The transactions of the la^t month as recorded in the 
Purchases j,i>ok w r ith original invoices (to see whether 
any liabilities are excluded). 

(b) The payment vouchers of at least three months after 
the financial closing date with particular attention to 
the parties’ Bills and dates (to see whether any 
liability has been paul under normal expenditure head). 

(c) The Income Tax File wdlh Demand Notices and 
Assessment Orders (to see whether provision for 
taxation is adequate'. 

(d) Directors’ Resolution for proposed Dividend. 

(e) The Subsidiary Company’s audited Balance Sheet (for 
liabilities to Subsidiary Companies).] 

18. As Auditor of a Holding Company with Subsidiaries in 
various countries, you are examining the group accounts and 
ascertain that : 

(a) The directors are of the opinion that the group 
accounts need not deal with a number of the Subsidiaries* 
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(b) The accounts submitted for one of the foreign 
Subsidiaries are unaudited. 

Discuss your position in each of these circumstances. 

( Chartered Accountants )* 

[Hints : (a) Directors' opinion is wrong. Group Accounts must 
deal with the Accounts of Subsidiaries. 

(b) Unaudited Accounts of Foreign Subsidiaries should 
not be accepted.] 

19. To what extent should the Auditor of a limited company 
have regard in the course of Ins Audit to events which have 
occurred subsequent to the dale of the company's Balance Sheet ? 

(M. Com.) 

[Hints : The Auditor should pay particular attention to the 
following : — 

(a) In case of closing stock whose estimated sale value 
lias been credited to the Profit and Loss Account, the 
actual amount realised subsequently therefmom. 

(b) In case of contingent liabilily whether Ihe liability 
has subsequently been incurred. 

(c) In case of eledng stock valuation at Market price 
whether subsequent market price has decreased. 

(d) In case of a Provision whether actual Provision is 
adequate. 

(c) In case of Taxation liability whether actual Assessment 
Order is adequate. 

(f) To see whether the Balance Sheet is drawn in accord- 
ance with the latest Amendment of the Companies 
Act, 195G.] 

20. Under the Indian Companies Act, a Profit and Loss 

Account is to accompany each Balance Sheet to be placed at the 
Annual General Meeting, the idea being to give shareholders an 
opportunity to study the financial position of the company. State 
if this purpose is fully served by the above procedure. If not, 
explain the reasons. (.B. Com.) 

[Hints : If the Profit and Loss Account is drawn up in accordance 
with the latest Provisions of the Companies Act, dis- 
closing all the details, and if the Books of Accounts, 
from the records of which the Final Accounts have been 
drawn up, are shorn of errors and inaccuracies, this 
purpose will be served.] 



CHAPTER VIII 


VALUATION AND VERIFICATION OF 
ASSETS AND LIABILITIES 

By Valuation is meant the ascertainment of money value 
at which the assets and the liabilities are to be shown 
on the face of the Balance Sheet. Veri- 
fication, on the other hand, means the proof 
of existence of the Assets and the 
liabilities on a particular date, viz., the 


Meaning of the 
terms ‘Valuation 1 
and ‘Verification' 


date of the Balance Sheet. 


V UtJ ft 

V 

Valuation of 
Tixi d Assets 


Fixed Assets are those which are acquired and held for 
continuous^, service being rendered over a long period of time. 

They are not meant for resale and may be 
put to repeated uses. Land & Building, 
Plant & Machinery, Furniture & Fittings, 
and Motor Cars & Vans are assets of this nature. Such assets 
should be valued at Original Cost less accumulated Depreciation 
up to the date of valuation. The valuation of ‘Goodwill' is 
somewhat complicated. Goodwill means the reputation or good 
name of a business. Different methods are followed in valuing 
Goodwill. Sometimes i' is assessed at so many years’ purchase 
of the average pro fits made by a concern during the past several 
years. Another method is to brse Goodwill on Super-Profits, 
By Super-Profits should be meani profits earned by a business in 
excess of a reasonable return on the amount of Capital invested 
in business elsewhere. A third method is to Capitalise the 
average annual super-profits. 

Floating Assets are such assets as cannot be put to repeated 
uses. , They are held for a tempn ary period, and by one single 
use they go out of existence. For instance, 
if Cash is once spent, it is no longer there. 
If money is once realised from a Debtor, it 
is no further an asset. Stock-in-trade, Investments, Stores, 
Bills Receivable, Book Debts, etc., are assets of Floating nature. 
These may also be called Current or Liquid Assets. Different 
principles are to be followed in valuing different Floating 


ses. , 1 

Valuation of 
Floating Assets 
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Date of Veri- 
fication 


Assets. The question of valuation does not arise in the case of 
Cash in Hand or Cash at Bank. Bills Receivable are to be 
valued at the price at which they can be discounted at the 
market rate of discount. Investments should be valued at Cost 
(* Market price of the Investments are to be shown by way of 
a Note on the Balance Sheet). The valuation of Stores will be 
at cost. The Stock-in-trade (Closing Stock) ought to be valued 
at Cost or at Market Price prevailing an the date of valuation, 
whichever is lower. Work-in-Progress (i.e., partly finished or 
semi-manufactured goods) has to be valued at Prime Cost, 
comprising (i) Direct Materials, (ii) Direct Labour and (iii) 
other Chargeable Expenses. Verification, which means esta- 
blishing proof of the existence of an Asset or a Liability, is to 
be conducted on the very date of Balance 
Sheet. If it is done at an earlier or later 
date, the Auditor cannot be fully satisfied as 
to whether the Asset or the Liability concerned was exactly of 
that amount on the Balance Sheet date. 

The verification of Goodwill shall be done by reference to 
the Agreement between the concern and the vendors in case of 
change of ownership of the business. In other cases, the Resolu- 
tion passed by the Management creating the Goodwill should be 
examined. Land <$• Buildings will be verified on the basis of the 
Title Deed or the Deed of Conveyance in 
which must appear the name of the owner. 
The stamp of the office of the Sub-Registrar 
with the date and his signature has to be there on this Deed. 
For Plant & Machinery, Furniture & Fittings and Motor Cars 
& Vans, the Auditor should obtain a certified Statement from 
the Management and with the help of experts he should make a 
physical verification. As the Auditor cannot be expected to be 
conversant with the technicalities of Machinery & Plant, he has 
to rely on experts in the matter. Patents, Trade Marks and 
Designs should be verified with relevant Documents. 

A certified List of Investments belonging to the concern 
under Audit should be procured from those in Management. The 


Verification of 
Fixed Assets 


* The Market Price is obtainable from the Official lists published by 
the Stock Exchange in cases of ‘Quoted’ Investments. 
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Securities are to be personally inspected by the Auditor with 
reference to this List. He should see that the name of his client 
appears as the last named person on the Security. To verify 
the existence of Assets like Stores and Spare Parts, Loose Tools, 
Stock-in-trade and Work-in-Progress, from a responsible 
Official a Certificate must be obtained to the effect that on the 
Balance Sheet date the Assets were personally inspected by the 
signatory of the Certificate and that these are in the absolute 
possession and ownership of the business. Wherever possible, 
the Auditor should make a personal inspection himself. 
For the item Sundry Debtors or Book Debts, the Auditor 
would do well to instruct his client that the Debtors 
be advised to send directly to the Auditor a confirmation 
of the balances owing by them on the Balance Sheet date. 
If it is the case of a Joint Stock Company, the* item ‘Sundry 
Debtors’ is to be shown on the Balance Sheet grouped under two 
heads : (a) Debts outstanding for over six months and (b) other 
Debts (i.e., debts of less than six months’ standing). Here, too, 
verification should be done from confirmation of balances and 
a'so from Bill Register in which the dates of sending Bills to 
Sundry Debtors and the dates of realisation are indicated with 
reference to the Cash Book. Each record on the Bill Register 


should bear the signature of some responsible official. Cash in 


Verification of 
Floating Assets 


Hand should be verified through personal 
counting by the Auditor. Cash at Bank 
should be ve lifted from the Certificate 


obtained from the Banker. The Bank Pass Book and 


the Bank Reconciliation Statement prepared by the client 
must be taken into consultation for Bank Balance 


verification. As in the case of Sundry Debtors, Loans & 


Advances also should be verified by confirmation of Balances 
from parties. Persons doing Import/Export bumness have 
money deposited with the Customs or Port Trust Authorities. 
These Balances are to be verified from certificates got from the 


Authorities concerned and their respective Pass Book. For 
Verifying the Bills Receivable, personal inspection of the 
Instruments along with the Bills Receivable Book has to be done. 
It should be seen whether all Bills due have been accounted for. 
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Prepaid Expenses (e.g., Unexpired Insurance, Deferred Adver- 
tisement, etc.) and Incomes Earned but not Received (e.g., 
Accrued Rent, Interest, Dividend, &c.) are to be verified with 
supporting vouchers and relevant documents. On a Company 
Balance Sheet will appear a heading Miscellaneous Expenditure 
and Losses. The items of this heading will include (i) Preli- 
minary Expenses, i.e., expenses incurred during the stage of 
company formation (this item to be verified with the resolution 
passed by the Board of Directors) ; (ii) Expenses including 
Commission or Brokerage on underwriting or subscription of 
Shares or Debentures (this item to be verified with the Agree- 
ment between the company and the share brokers or under- 
writers) ; (iii) Discount allowed on the issue of Shares or 
Debentures (to be verified with the Board Meeting Resolution) ; 
(iv) Interest paid out of Capital during construction, stating 
the rate of interest (to be verified with the Board Resolution 
and the Sanction obtained from the Central Government in this 
connection) ; (v) Debit balance of Profit and Loss Account to be 
shown only if there is no General Reserve from which it can be 
deducted (to be verified with the Profit and Loss Account and 
the Directors' Report tc the Shareholders in which the profit 
position of the company is fully explained). 

The Capital of a Sole Trader may be verified with the Cash 
Book and the Bank Pass Book of the business ; for, the introduc- 
tion of Capital is usually in cash. If Capital contribution has 
been in kind (for instance, in stock), entry in the Journal is to 
be taken into examination. It has to be borne in mind that the 


annual trading results alter the volume of Capital where it is not 
fixed. Capital will be increased in case of Profit and it will be 
reduced by Drawings and Loss. So, the Annual Accounts are 
to be scrutinized for Capital verification. In case of a 
Partnership, the Partnership Agreement (generally embodied in 
Partnership Deed or Articles of Partnership) should be examined 
for verification of Partners’ Capitals. Here, too, the Annual 
Accounts are to be looked into. A distinction 


Verification of 
Fixed Liabilities 


between Fixed Capital and Floating Capital 
is of importance. Where Capital is fixed, 


the original amount contributed remains unaltered and 


the profits are withdrawn through a separate account styled as 
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Current Account. Where Capital is floating, the trading 
results. Profit or Loss, will either increase the volume of Capital 
or will decrease it. In the case of a Joint Stock Company, the 
Authorised Capital is to be verified from the Memorandum of 
Association and the Articles of Association. The Subscribed 
Capital will be verified from the Letters of Application submitted 
by prospective shareholders and from the Share Application and 
Allotment Book duly signed by the Chairman of the Board of 
Directors. The Directors’ Minute Book should also be consulted 
for verifying Allotments and Calls. The Shareholders’ Cash 
Book and the Members’ Register (Shareholders’ Register) will 
also serve as guide in this connection. In order to verify 
Subscribed Capital not paid up in cash (Shares are sometimes 
issued for considerat'on other than cash — for instance, when a 
company purchases a running business, to the vendors may be 
issued fully paid up Shares of the company), the Agreement 
between the Company and the party to whom Shares were 
allotted is to be inspected. Bonus Shares is.su< d as fully paid 
up to the existing Shareholders are also shown under 
Subscribed Capital separately as should be the case for Shares 
issued to vendors also. The verification of that part of the 
Subscribed Capital which covers Bonus Shares should be done 
with the Directors’ Resolution recommending the issue of such 
Shares and the Shareholders’ Resolution at the Annual General 
Meeting ratifying the T ' 'rectors’ recommendation. In this 
connection the Central Government's permission to issue Bonus 
Shares should also be seen. In case of Forfeiture of Shares and 
their subsequent Re-issue, the Directors’ Resolutions passed in 
this connection are to lx 1 examined. For verifying the Reserves 
and Surplus appearing on a Company Balance Sheet, the things 
to be examined are : Directors' Minutes Book, Directors’ Annual 
Report and the Appropriation portion of the Annual Profit & 
Loss Account. For a business of non-Company type, the Profit 
& Loss Account will be the guide. To verify the item Loom, the 
Agreement with the party advancing the Loan should be care- 
fully seen. In the! case of a Joint Stock Company, Loans are to 
be shown on the Balance Sheet under two heads : Secured Loan 
dnd Unsecured Loan. The former is supported by Securities or 
mortgages and the latter not so supported. To verify Secured 

Loan, the Receipt of the Securities lodged or copy of the 

% 

5 
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Mortgage Deed and the Mortgage Register should be asked for 
and the correspondence in connection with contracting of the 
Loan between the Company and the party should be taken into 
examination. For Unsecured Loan, the Agreement and the 
Correspondence, if any, will be the evidence. 


To verify the item Bank Overdraft, the conditions under 
which the Overdraft was allowed should be studied. The things 
to come under special examination will be : Cash Book (Bank 
column) entries ; the Bank Reconciliation Statement ; the Letter 
of Hypothecation ; the correspondence with the Bank and the 
Receipt of the Bank for the Securities lodged with it. To verify 
the item Bills Payable, the Bill Register is to be consulted. The 


Verification of 

Floating 

Liabilities 


Drawers of the Bills may be contacted 
through correspondence or otherwise, where 
required. One of the most important items 
for verification on the Liabilities side of the 


Balance Sheet is Sundry Creditors. A certified schedule or list 
of all the creditors on open accounts on the date of the Balance 
Sheet should be obtained from the Management and the fist is 
to be checked along with the Sundry Creditors’ Ledger, if any, or 
with entries in the personal accounts of the General Ledger. 
Where transactions are numerous, a separate Ledger for the 
Sundry Creditors is desired to be maintained. The best way of 
verifying liabilities on account of Sundry Creditors is to scruti- 
nize the payment vouchers for at least three consecutive months 
after the financial closing to see that the parties’ bills were 
submitted within the financial period and payments done after- 
wards. As in the case of Sundry Debtors, here, too, the Auditor 
should insist on a practice like this. The client is to send to the 
creditors a Statement of amount due to them on the date of the 
Balance Sheet for confirmation. The confirmed Statement should 
be forwarded by the creditors direct to the Auditor. A common 
and important item on the Liabilities side is Provision for 
Taxation. To verify this item, the Auditor should ask for a 
schedule of the amounts provided for taxation. This schedule 
is to be checked up along with the Profit & Loss Account. It 
has to be seen that the provision made is not in any way inade- 
quate. By going through the Assessment File, the Auditor' 
should study the trend of past assessments. To verify the item 
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Proposed Dividend appearing on the Liabilities side of a Company 
Balance Sheet, the Directors’ Report, the Directors' Resolution 
recommending the dividend and the Profit & Loss Appropriation 
Account should be examined. The Auditor should also make it 
a point to see afterwards, when the Annual General Meeting 
would be over, the Shareholders’ Resolution passing the 
Dividend. For verification of another item Unclaimed Dividend 
appearing on a Company Balance Sheet, a Certified List of 
Dividends declared but not claimed should be obtained from the 
Management. This has to be checked up along with the Dividend 
Register and copies of Dividend Warrants. It is advisable at the 
time of every Annual Audit to insist the client on their sending 
Reminders to the Shareholders not filing claim for Dividend. 
This is to guard against ghost parties being made to claim the 
Dividend. Where separate Bank Accounts are maintained for 
payment of Dividends, it should be seen that there ts money at 
the Account just equivalent to the figure of Unclaimed 
Dividends. And this is to be ascertained from the Cash Book 
and the Banker’s Certificate. In case of discrepancy, a Recon- 
ciliation Statement should be obtained from the client and that 
checked up with the Pass Book. Creditors for Expenses, e.g., 
Outstanding Rent, Outstanding Salaries & Wages, Outstanding 
Printing & Stationery, etc., is a common item on the Liabilities 
side of a Balance Sheet. To verify the item the Auditor* should 
examine the relevant vouchers, such as the Landlord’s Rent 
Bill, Salaries & Wages Book, etc. Also from the Management 
should be got a Certified list of the Expenses incurred during 
the period but not paid for by the date of the Balance Sheet. 
In the form of a foot-note appears on the Balance Sheet what 
is, called Contingent Liabilities not provided for in the Accounts. 
Contingent Liability is that liability which may occur to the 
company on the happening of certain events. Claims filed 
against but not yet admitted by *h« company. Arrears of 
Dividends on Cumulative Preference Shares and outstandings on 
Capital Commitments (Liability on account of Purchase of 
Capital Goods like Machinery on Forward Contract) not paid 
for during the financial period are among the matters to Come 
Tinder this Head. To verifv the Arrear Dividend on Cumulative 
Preference Shares, the previous Profit & Loss Appropriation 
Accounts and the Articles of Association of the Company 



68 


PRINCIPLES AND PRACTICE OP AUDITING 


should be inspected. In other cases of Contingent Liability the 
correspondence between the company and the parties concerned 
should be the basis for verification. 


In connection with the verification and valuation of Assets 
and Liabilities, the Auditor would do well to study the decision 
of the Court in some of the English and Indian cases. These are : 

(i) London Oil Storage Co. v. Seear 
Hasluck & Co. -(England) ; 

(ii) Kingston Cotton Mill Co., Ltd., in re 

(England) ; 


Certain Case 
Laws 


(iii) Westminster Road Construction & Engineering 
Co., Ltd., in re (England) ; 

(iv) McKesson v. Robins (U.S.A.) ; 

(v) G. M. Oka, in re (India) ; and 

(vi) The Registrar of Companies, Bombay v. P.M. Hedge 
(India). 


The above named cases have been discussed in a subsequent 
chapter entitled “The Legal Status of an Auditor and his 
Liability” (Chapter XIV). 


QUESTIONS ON CHAPTER VIII 

1. (a) Discuss the terms ‘valuation’ and ‘verification’ of assets 

from an Auditor’s point of view. 

(b) How would you verify the following ? — 

(i) Freehold Property ; 

(ii) Loan on Mortgage ; and 

(iii) Copyright. (B. Com.) 

[II infs : (i) Freehold Properly should be verified by reference 
to the Title Deed and by personal inspection. 

(ii) Loan on Mortgage should be verified by inspection 
of the Mortgage Deed and correspondence with the 
Mortgagee. 

(iii) Copyright should be verified by examining the 
Copyright Agreement.] 

2. "An Auditor is not a valuer, but he is intimately connected 
with values.” JDiscuss. 

(M. Com.) 
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[Hints : What is hinted at by the Statement is that an Auditor 
cannot be expected to be an expert in the matter of 
valuing the assets or the liabilities of his client, he 
having but little technical knowledge as to the things 
to be valued. The Auditor must, however, satisfy 
himself that the valuation has been done by an expert 
valuer and that there has been neither overvaluation 
nor undervaluation judged from the standpoint of 
prudence. An Auditor, therefore, has to connect himself 
closely with the question of value ascertainment.] 

o. “An Auditor is not a valuer/’ “An Auditor is intimately 
concerned with value*.” Explain fully how these two statements 
can be reconciled. (M. Com.) 

[Hints : Auditor should not himself value the trading goods, 
especially the Engineering Materials that would be 
exhibited on the Balance Sheet as an asset, but he 
should check up the valuation from records available.] 

4. How and in what way does verification of assets and 
liabilities differ from vouching ? How would you verify the 
following ? — Stock-in-trade, Investments and Bills Receivable. 

(M. Com.*V 

[Hints : Vouching indicates establishing the authenticity of a 
transaction by reference to supporting documents, called 
vouchers. Verituation. on the other hand, aims at being 
satisfied about the fact that an asset or a liability is 
actually in existence. It is possible that an asset was 
acquired quite all right, seme time during the accounting 
3 r car or in some preceding year, but that has been 
misappropriated afterwards. To detect such misappro- 
priation, a verification ha^ to be conducted, either 
through personal inspection by the Auditor or otherwise, 
where permissible,] 

5. Why is verification of a sets and liabilities done in 
addition to vouching ? What preciselj is the scope of verification ? 

How would you verify the following asseisN^Investments, 
Book Debts, Goodwill, Leasehold Mining rights ? (B. Com.y 

[Hints : Vouching is eoiiflueted for establishing the authenticity 
of a transaction, whereas Verification is done for 
checking the physical existence of the \ Asset* and 
Liabilities as on a particular date. Verification snoviUh 
be done in addition to Vouching. an A ss t* y a 

Liability may disappear or undergo! an alter in 
amount after the original in tftfe Boo^s 
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having been duly vouched. To find out and establish; 
by personal inspection or through documentary evidence; 
where allowable, that the Assets and Liabilities do exist 
on the date of the Balance Sheet at the figures incorpot- 
rated in it lies within the precise scope of verification. 

Investments are to be verified by personal inspection 
of the securities on Balance Sheet date with reference 
to the Investments Schedule obtained from the Manage- 
ment. Book Debts are to be verified from the Bill 
Register and from confirmation of Balances from 
Debtors. Goodwill should be verified from Agreements 
and correspondence with parties. Leasehold Mining 
Rights are to be verified from Lease Agreement and 
Register of Properties under Lease.] 

6. (a) What part does verification of an asset play in the 
Auditing of a set of Books ? 

(b) As the Auditor of a limited Company, how will you 
verify the undermentioned items ? — 

(i) Bills Receivable ; 

(ii) Investments ; and 

(iii) Sundry Debtors. (B. Com.) 

7. After vouching has been done to the salisfaction of the 
Auditor of a Public Limited Company, do you think it is necessary 
for him to consider the question of valuation and verification of 
Assets ? What consequence might follow if valuation and veri- 
fication are not carried out by Auditors in respect of the assets 
appearing in the Balance Sheet to be certified ? (B. Com.) 

[Hints : An Auditor, after completing the Balance Sheet Audit, 
has to certify that to the best of his knowledge and 
information, the Balance Sheet exhibits a true and fair 
view of the state of affairs of his client. This certificate 
would be of no importance, if the assets and the 
liabilities have not been valued correctly and if their 
presence has not been duly established through a course 
of scientific verification. If due care is not taken by 
the Auditor in the matter of valuing and verifying the 
Assets or the Liabilities, action may be brought against 
him. The following case decisions ought to be studied 
in this connection : 

(i) London Oil Storage Co. v. Seear Hasluck & Co. 
(England), 

(ii) McKesson v . Robins (U.S.A.), 

(iii) Westminster Road Construction & Engineering Co,. 
Lid., in re (England), 

(iv) G. M. Oka, in re (India), and 
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(v) The Registrar of Companies, Bombay v. P. M. 

Hedge (India).] 

8. How would you treat appreciation and depreciation in 

the value of Investments in the case of a (i) Finance Company ; 

(ii) Insurance Company ; (iii) Trading Company ; (iv) Invest- 
ment Trust Company in the Annual Balance Sheet ? (B. Com.) 

[Hint's : (i) Appreciation will be credited and Depreciation will 
be debited to the Profit and Loss Account and in 
the Annual Balance Sheet Investments will appear 
at the altered figure. 

(ii) Profit and Loss Account will not be directly affected 
but in the case of a fall in Market Price, Investment 
Reserve may be created. Investments wull appear 
at the original figure in the Balance Sheet. 

(iii) Fluctuation of market value will not affect Profit 
& Loss Account and Investments will be shown at 
the unaltered figure. 

(iv) Profit and Loss Account will be credited in the case 
of appreciation and debited in the case of deprecia- 
tion. The Asset will appear in the Balance Sheet 
at the revalued figure.] 

9. It has been slated that the valuation of an investment for 
Balance Sheet purposes depends largely upon the object for which 
the investments are held. Briefly discuss this statement. 

( Chartered Accountants) 

[Hints : Valuation of Investments Siiould usually be done at Cost . 

If an Investment Corporation makes the purchase of 
Investments, and if the Book value is considerably higher 
than the Market value, on the Balance Sheet date the 
creation of an Investment Reserve by appropriation of 
Profits and utilisation of this Reserve for the purchase 
of New Investments m«*y be recommended by the 
Directors to the Shareholders at the Annual General 
Meeting. Please also see hints on question 8.] 

10. How would you verify the following assets. ? — 

(a) Cash in hand ; 

(b) Government papers as securities ; 

(c) Stock-in-trade , and 

(d) Land and Building. (B. Com.) 

[Hints : (a) By actual Count of Cash on Balance Sheet date. 

(b) By personal inspection, (c) By physical count 
or measurement, (d) By examining the Title Deed.] 
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11. In the course of your Audit of the Balance Sheet of a 

Company what steps would you take to verify (a) the Cash in 
hand and (b) the Balance at Bank ? Take into account (i) the 
fact that some of the Cash in Hand consists of cash in the hands 
of the Manager and (ii) the possibility that a false Bank Pass 
Book (obtained in collusion with a Bank employee) may be placed 
before you. (B. Com.) 

[Hints : (a) Cash will be counted on Balance Sheet date by the 
Auditor. 

(b) Bank Manager’s Certificate supported by Bank 
Reconciliation Statement will be called for. 

(c) In case of Cash with Manager, a certificate must be 
obtained from the Manager and cash should also be 
counted personally by the Auditor. 

(d) All the entries in the Cash Book will be checked 

by the Auditor who, for this purpose, will go to the 
Bank and examine the ledger account of the client 
maintained by the Bank. ] * 

12. In Auditing the Books and Accounts of a manufacturing 

company explain liow you would verify the valuation of the 
following items : — (a) Work m-progress ; (b) Sundry Creditors ; 
(c) Disposal of Plant ; (d) Bad Debts. (B. Com.) 

[Hints : (a) A certificate from the Management along witli the 
Production Statements lias to be obtained. During 
scrutiny of the Production Statements, it should be 
seen that only Prime Cost has been included in the 
\alualion of Work-in- Progress. 

(b) All the Payment Vouchers subsequent to the date 
of financial closing should be seen. The entries in 
the Purchases Book, especially those of the last 
month of the Accounting year, should also be 
examined to detect suppression of liabilities, if any. 

(c) The Sold Note, the Receipt counterfoil and the 
Plant & Machinery Register should be examined. 

(d) Bill Register and Correspondence with debtors are 
to he seen.] 

13. What steps will you take before you can satisfy yourself 

that ‘Sundry Debtors’ in a Trader’s Balance Sheet has been 
correctly stated ? (B. Com.) 

[ Hints : Confirmation of balances, from Debtors must he seen. 

Bill Register should be scrutinized along with Sundry 
Debtors ledger by reference to the list of Sundry 
Debtors to be furnished by the Management.] 
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14. In the course of Auditing the Books of a client you 
come across the following : 

(a) Stock Exchange Securities of a considerable amount 
are said to have been purchased but have not been 
taken delivery of up io the date of the Audit. 

(b) A house is said to have been purchased in Calcutta 
but conveyance has not been completed. 

(c) “Sundry Debtors*’ contains an item of Rs.. 12.000 which 
has* been recurring in three consecutive Balance Sheets. 

(d ) Office Premises worth about two lakhs of rupees has 
been so depreciated in the Books of Accounts as to 
show no balance at all. 

Comment as an Auditor and explain the procedure you would 
adopt in each of the above cases before you can pass it. 

(B. Com.) 

[Hints : (a) The securities should be shown in the Balance 
Sheet. The correspondence done in this connection 
the Broker’s Bought Note and the payment cheque 
counterfoil should be seen. 

(b) Building should be shoun in the Balance Sheet 
with notes that conveyance is pending. The negotia- 
tions with i c seller should be examined. 

(c) Correspondence with Debtors is to be seen and in 
the absence of adecj 'ate reasons for deferring tbe 
payment, the amount should be shown as a Bad or 
irrecoverable Debt. 

(d) The existence of a Secret Reserve should be 
mentioned in the Auditor’s Report.] 

15. Your client is a Stationer and Ins Sales, both cash and 
credit, are of considerable magnitude. 

In course of your Audit you discover that some respectable 
parties, who are regular customers of your client, have denied 
liability with respect to some outstandings shown against them. 
How would you satisfy that the claims of the customers are 
correct, and in such a case how would you reconcile the dis- 
crepancies in the Accounts of vour client ? (B. Com.) 

[Hints : A detailed check of alL the Cash Memos and Receipt 
counterfoils should be. conducted along with the Cash 
Book and Sundry Debtors Ledger Accounts to see 
whether receipts from Customers are suppressed. This 
will reveal misappropriation of Cash. System of yearly 
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confirmation of Balances from Customers will be very 
useful.] 

16. The following information has been obtained from the 
Hooks and Records, of a large retail storey shop : — 

On January 1, 1947, the total of Sundry Debtors (Dr.) 
was Rs. 67,000, and there was a total of credits (for Sundry 
Debtors) amounting to Rs. 500. The Sales for the year amounted 
to Rs. 8,53,000. r l he value of dishonoured bills and cheques was 
Rs. 2,000 and the total of discounts previously allowed but 
subsequently withdrawn was Rs. 35. The amount of Cash 
received from Debtors was Rs. 7,95,000 and total discount allowed 
was Rs. 28,000. Returns Inward amounted to Rs. 3,165 and 
Bills Receivable Rs. 41,000. The Bad Debts written off amounted 
to Rs. 1,535. 

The amount of Total Debtors on December 31, 1947, as per 
the last Schedule of Debtors was Rs. 53,525 (Dr.) and ifs. 165 
(Cr.). 

Calculate the discrepancy in the Total Debtors’ Account and 
explain how you would proceed to make a reconciliation. 

(B. Com.) 


[Hints : Dr. 


( i ) 

Total Debtors Account 


Cr. 


1947 Rs. 

Jan. 1 To Balance b/f. 67,000 

Dec. 31 „ Sales 8,53,000 

„ Bills & 

Cheques 

dishonoured 2.000 

„ Discounts 

withdrawn 35 

„ Balance c/d. 165 


Rs. 9,22,200 


1947 Rs. 

Jan. 1 By Balance b/f. 500 

Dec. 31 „ Cash 

received 7,95,000 
„ Discounts 

allowed 28,000 

„ Returns 

Inward 3,165 

„ Bills 

Receivable 41,000 

„ Bad Debts 

w/off 1,535 

„ Balance c/d. 53,000 


Rs. 9,22,200 
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If the closing credit balance of 11$. 165 is correct, 
there is discrepancy in the amount of closing debit 
balance. Instead of Rs. 53, 325, the amount should be 
Rs. 53,000. 


( “ ) 

Dr. Total Debtors Account 


Cr. 


1947 


Rs. 

1947 


Rs. 

Jan. 1 

To Balance b/f. 

67,000 

Jan. 1 

By Balance b/f. 

500 

Dec. 31 

„ Sales 

8,53,000 

Dec. 31 

„ Cash 



„ Bills & 



received 

7,95,000 


Cheque's 



„ Discounts 



dishonoured 

2,000 


allowed 

28,000 


„ Discounts 



„ Returns 



withdrawn 

35 


Inward 

3,165 


„ Balance c/d. 

490 


Bills 






Receivable 

41,000 


„ Bad Debts 

w/off 1,535 

Balance c/d. 53,325 


Rs. 9,22,525 Rs. 9,22,525 


If the closing debit balance of Rs. 53,325 should 
be taken as correct, the closing credit balance as given 
in the data cannot be Rs. 165 ; from (ii) above, it has 
to be Rs. 490. 

To locate the cause of the discrepancy, two things 
are to lie done : first, the opening balances as at Jan. 1, 
1947 should be checked with the closing balances as on 
the previous day, viz., Dt* 31, 1946 ; secondly, all the 
transactions with the customers done during the year 
1947 should be thoroughly checked from the records 
appearing in the books of accounts by reference to the 
relevant vouchers.] 

17. How would value the following assets for the 

purpose of Balance Sheet ? — 

Raw materials ; Finished goods ; Partly finished goods ; 
Goods manufactured for the execution of a contract. Your 
clients (a limited company) want to value goods produced during 
the rear (but not sold') at the market price prevailing on the 
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date of the Balance Sheet (which is higher than the cost). Is 
there any legal bar in doing so ? Discuss. (M. Com.) 

[Hints : Raw Materials should be valued at Cost and finished 
goods should be valued at Cost or Market price* 
whichever is lower. Partly finished goods should be 
valued on the basis of Materials consumed and Direct 
Labour employed during the course of manufacture. 
Goods manufactured for the execution of a Contract 
should be ^ allied al Cost with additional Cost expected 
to Ik* incurred on those goods. If the valuation is only 
on the basis of the Cost already incurred* the eontractce 
will get information of the very high margin of profit. 
According to the Companies Act for the compilation of 
a Company Balance Sheet unsold goods must not be 
valued at Market Price when it P higher than the Cost.] 

18 . Set out the procedure tint should be followed by an 
Auditor in verifying the investments of a limited Company. 

(M. Com.) 

[Hints . On the Balance Sheet date tin Auditor should visit the 
Registered Office ot the Company and obi am a Certified 
List of TmcslnvmU fiom the Secretary. With this list 
he will personally inspect all the Investments and see 
that they belong to the Company He will also verify 
the List with the Investment Register.] 

19 In Auditing the accounts of a business, how would you 
verify the following assets ? — 

(a) Alotor Delivery Van of a Dairy Company. 

(b) Leasehold Property of a Colliery. 

(c) Crockery and Cullerv of a Restaurant business. 

GO Copyright of a Publishing firm. (B. Com.) 

[Hints : (a) Vans should be personally inspected by the Auditor 

with reference to the certified list of vans. 

(b) Leasehold Property should be verified with the 
Lease Agreement. The inventory or Register of 
Property held by the lessee should aPo be inspected. 

(c) Croekerv and Cutlery should be verified, by 
personal inspection, with the Certified List of 
Crockery. 

(d) Copyright should be verified by reference to the 
Agreement between the Authors and the Publishing 
firm.] 
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20. Haw would you verify the following assets and 
liabilities of a Company ? — 

(a) Investments in paper securities ; 

(b) Forfeited shares ; 

(c) Contingent Liability ; 

(d) Bad and Doubtful Debts ; 

(e) Cash-in-transit from Branches. (B. Com.) 

[Hints : (a) See hints to Q. 5 and Q. IS. 

(b) Fo^eited Shares are to be verified with (i) 
Directors' Resolution appearing in the Directors’ 
Minutes Book and (ii) entries in the Members’ 
Register. The Auditor is to inquire whether, 
prior to forfeiture, due Notice w r as sent to the 
defaulting Shareholders. 

(c) Corlmgcnt T -labilities are to be verified with the 
Company’s correspondence with parties and the 
schedule of such Liabilities certified by a 
responsible official. 

(d) Bad and Doubtful Debts are to be \erificd with 
the Bill Register and Correspondence between tlie 
company and i*s Sundry Debtors. 

(e) Casli-in-lransit is to be verified from (i) Branch 
Statements, or (ii) the advices from agents ] 

21. Write a short note on the valuation of uncompleted con- 

tra* ts, particularly dealing with the question of anticipated profit 
or loss on the jobs concerned. (B. Com.) 

[//into : Uncompleted Contracts are to be valued at cost and 
any anticipated expenses o be incurred should ab?o be 
included in the valuation. Aliy loss on the jobs 
apprehended to be incurred may be provided for in the 
Profit & Loss Account. But expected gain should not 
be taken into account, on a conservative basis. Some- 
times this basis is ignored and anticipated profit is 
taken credit of in the Accounts.] 

22. (a) What are the points to be considered before an 
outstanding debt may be treated as a bad debt ? 

(b) A sum of money has been outstanding against a 
purchaser of goods for a long time, and there is very 
little hope of recovery. Ii has been decided to write 
it off as ba 1 What should be the difference in 
Accountancy treatment if a part of this money is 
suddenly recovered (i) before or (ii) after the debt 
has been actually written off as bad ? (B. Com.) 
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(a) The Bill Register should be seen to verify the 
date when the Bill was issued to the Debtor. The 
correspondence with the Debtor concerned should 
be examined to find that the debt is irrecoverable. 

(b) (i) Tf part of the amount is received before 
Annual closing, the total amount of the Provi- 
sion for Bad and Doubtful Debts should 
accordingly be reduced. 

(ii) Tf part of the amount is recovered after the 
debt has actually been written off in the 
Accounts, this amount will be credited to the 
Profit and Loss Account of the next period 
with the narration "Amount Received which 
was considered bad in the Previous year". 
Moneys recovered in this way are known as 
Bad Debt Dividend ] 

23. How would you verify the following items on a Balance 
Sheet ? — Bills Receivable, Advances for value to be received, 
Goods in transit. Machinery purchased under Hire-Purchase 
arrangement. (B.^Com.) 

[Hints : (i) Bills Receivable will be verified with the Bill Book 

and Bank Statements Tf the Bills Rocenphle 
arc waiting for being discounted, pcr°onal inspec- 
tion is recommended. 

(ii) Advances for value lo be received should be 
verified from parties* Receipts and subsequent 
challans and records. 

(iii) Ooods-in-transit will be verified from challan> and 
other documents forwarding the goods. The 
documentary evidence of the subsequent receipt of 
these goods should also be inspected, 

(iv) The actual Hire-Purchase Agreement and corres- 
pondence with the vendor should be examined. 
The Auditor should also personally inspect the 
Machinery and see the vouchers for the payment 
of the instalments.] 

.21>. ktale fully the steps yon will take to satisfy yourself 
aboufe«*fte closing Stock-in-trade of a manufacturing concern when 
you are conducting its Audit as a Statutory Auditor. (B. Com.) 

[Hints : Three Case Laws may be referred to, \ r iz., in re 
Kingston Cotton Mill Co., Ltd. (England), in re 
Westminster Road Construction and Engineering Co., 
Ltd. (England) and McKesson v. Robins (U.S.A.).*] 


78 
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what you know of the facts and judgement of a 
decided case bearing upon the duties of an Auditor in regard to 
stock. (B. Com.) 


[Hints : Physical inspection of Stock should be done by the 
Auditor on the Balance Sheet date. For cases, see 
hints on Question 24 .] 


What cardinal principle should be followed in regard to 
\ ablation of Closing Stock, and why ? 


What is meant by a Stock Exchange Security ? In course 
of your Audit you find that your client has purchased a considerable 
amount of these securities. What procedure would you adopt for 
a proper valuation in the Balance Sheet ? Would it make any 
difference if your client were (a) a Timber Merchant or r h) an 
Imestment Trust ? (B. Com.) 


[Hints : Closing Stock should be valued at Cost or Market price 
whichever is lower If the Stock is valued at Cost 
when the Market Price is lower the Gross Profit will 
be increased, because when that Stock is sold it will 
fetch hss price than what is taken in the Accounts. By 
Stock Exchange Security should be meant such Securities 
ni are readily bought and sold in the Stock Exchange 
and quoted in the Stock Exchange Gazette When 
these securities are purchased the Auditor should see 
the Bought Notes of the Stock Exchange Broker and 
Compare the Pr 'have Price with the Quotation of the 
Stock Exchange Gazette on the date of purchase. 

(i) These Securities she dd be valued at cost in the 
case of a Timber M< reliant. 

(ii) In the case of an Investment Trust, these 
Securities should be v allied at cost or market price 
whichever is, lower.] 

27 . In each of the following < a>es explain in what circums- 
tances you as an Auditor would accept the valuation of an 
inventory which has for many years been consistently prepared on 
one or other of the following bases and certified by the 
Management : — 

(a) Cost Price ; (b) Market Price ; (c) Cost or Market 
Price whichever is lowe* , (d) Sales Value ; (e) Standard Cost, 

v (B. Com.) 
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*0 

\HtnU : Inventory means detailed list of goods &c/ The 
Auditor should mention in the Balance Sheet the basis 
of the Valuation of Closing Stock indicating that such 
Stock should always be valued at Cost or Market Price 
whichever is lower. 

(a) Cost Price will be accepled when the Market Price 

is higher. < 

(b) Market Price will be accepted when Cost is higher. 

(c) This will be accepted. 

(d) If Sales Value is lower than Cost Price, it will be 
accepted. 

(e) If Standard Cost is lower than Market Price, it will 
be accepted.] 

28. fa) 'Stock presents one of an Auditor’s greatest 

difficulties.’ — Examine the statement fully. 

(b) What are the duties of an Auditor in relation io 
Stock-in-trade ? (B. Com.) 

f Hints : The Auditor is beset with great difficulty in respect of the 
erification and valuation of the item 'Stock-in-trade 
partly because of his lack of technical knowledge about 
goods dealt in in his client’s concern and partly for the 
conflicting case decisions springing from Courts of I-aw. 
Whatever may be the difficulty, the Auditor has to follow 
the cardinal principle regarding stock valuation as laid 
down earlier.] 

29. Write a short essay dealing with the Auditor’s duty in 

eonneclion with Stock-in-trade, referring to leading eases in the 
matter. ( M - CW '> 

\Wnts : The Auditor should get a Certified Inventory from the 
Management and personally inspect Stock on Balance 
Sheet dale. For cases please refer to Question 24.] 

30. The item “Stock” in the Balance Sheet is often described 

as — " S t ock-in-trade — at cost, Its (As taken, valued and 

certified by the Management)”. Explain the implications of the 
expression used and stale to what extent can an Auditor do away 
with the cheeking of the stock figure slated with above expression. 

(M. Com.) 

\ Hints : Stock should not he. described as "Stoek-in-Trade at 
Cost”. "Stock-in-trade at Cost or Market Price which- 
ever is lower” should be the correct description. The 
Auditor should check in detail the valuation, with 
necessary records.] 
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81. State what you consider to be the duty of an Auditor in 
relation to Stock-in-trade. (M. Com.) 

JSee hints on the preceding questions on 'Stock-in-trade*.] 

32. The cost price of the closing balance of the stock-in- 
trade is Rs. 1,80,500. 

The stock consists entirely of imported goods which are highly 
in demand and Ihe import of which has been stopped for the next 
year. From all such considerations it is very likely that the stock 
will easily sell at 200%' over the cost price. Is there any harm 
in putting up the value of the stock at Rs. 2,00,000 ? 

Give full and careful reasons for your answer. (B. Com.) 


[Hints : The Closing Slock Valued at Cost of Rs. 1,80,500 
should not be valued at Rs. 2,00,000 m spite of ihe fact 
that Import of such goods has been stopped and that 
the goods are expected to be sold at a much higher rate 
than now. Valuation should always be done at Cost or 
at below Cost. A foot-note may, however, be inserted in 
the Profit and Loss Account, stating the expected rise 
in price.] 


33. Stock-in-trade is usually valued on the basis of 'the 
lower of cost and market value* . Describe how ‘cost* and 'market 
Aaiue* are normally ascertai d. 

(Chartered Accountants) 
[Hints : Cost is ascertained from Original Imoices and relative 
documents of Purchaser. Market Price is ascertained 
from Quotations of Sale Price of such goods and sale 
records of the goods. For a concern that deals in 
investments like Shares, Debentures, Government Papers, 
&c„ the Market Price is ascertained from Quotations 
of the Stock Exchange Gazette or from the journal 
‘Capital* near about Balance Sheet date. For Jute and 
Gunny Prices Quotations oi * Thomas & Co. should be 
consulted.] 

“An Auditor is a watch dog, but not a bloodhound.** 
Explain. % (B. Com.) 


[Hints : This remark was made by the Judge at the time of 
delivering Judgment in the Kingston Cotton Mill case 
of England. He was of opinion that the Auditor, in the 
absence of suspicious circumstances, was not bound to 
inspect Closing Stock on the Balance Sheet date. This 
decision was howeveT reversed in McKesson & Robins 
case of U.S.A.] 



82 


PRINCIPLES AND PRACTICE OP AUDITING 


86. Wliat are the duties of an Auditor in relation to the 
following : (i) Stock-in-trade of a manufacturer, and (ii) Work- 
in-Progress of a contractor ? What points will receive your 
serious consideration before you allow the annual profits or any 
portion thereof to be included in the valuation of the asset ‘Work- 
in-progress’ in the books of a contractor ? (B. Com.) 

[Hints : (i) Stock-in-trade Cost records should be examined 

with Market rales. The Stock valuation must be 
certified by the Management and the Auditor should 
personally inspect such stock with the list 
furnished by somebody in authority on the Balance 
Shed dale. 

(i») Certified List of Work-in progress should be 
obtained by the Auditor and be will examine the 
Work-in-Progress with certified Production State- 
ments from the Works Manager. The Auditor 
should < heck in detail the Prime Cost of Labour 
and Materials to sec that valuation has b?cn done 
at Dircd Cost. By way of ‘test check' he should 
personally inspect at the Workshop some of the 
items of Work- in- Progress. Building Contractors' 
Work-in Progress should be verified with the 
Surveyors Certificate in respect of the job already 
done. ] 

30. What certificates you, as an Auditor, normally take from 
your clients, their officers, or from third Parties ? To wliat extent, 
if any, would you l>e entitled to rely on them ? Discuss Case 
Laws, if any, on the subject. (M. Com.) 

[ Hints : The Auditor normally takes Certificates from the 
clients for Closing Stock. Cash and Bank Balances and 
Investments. Before placing reliance on the Certificates 
the Auditor should see whether they come from very 
responsible and tried officials of the concern and whether 
there is any ground for being suspicious. As far as 
practicable personal inspection and communication with 
parties concerned should be done. *For Trade Debtors 
& Creditors and Loans & Advances, confirmation of 
Balances from parties should be called for. If tlie 
Investments are with the Bank, the Banker’s certificate 
should be obtained for the Auditors perusal.] 

37. How would you define Goodwill and how should it be 

valued for Balance Sheet purposes ? (M. Com.) 

38. You are required to set out the steps you wonld, as 
Auditor, take in order to satisfy yourself that (i) Stock had not 
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been overvalued, (ii) Book Debts had not been overvalued, and 
(iii) Trade Liabilities had not been understated, (B. Cora.) 

[Ilinis : (i) Stock Valuation should be checked with Cost records 

and Market Quotations to see that Stock is valued 
at Cost or under. 

(ii) Book Debts arc to be checked with the Bill 
Register and Confirmation of Balances from 
Debtors and Sales Records. 

(iii) Trade Liabilities should be checked with Purchases 
Book, Invoices and Payment Vouchers of three 
subs< quent months after the Balance Sheel date.] 

39. State briefly the manner of verification of the following 
items in the Balance Sheet of a Company : — 

(i) Certified Investments. 

(ii) Work-in-progress. 

(iii) Bill 5 Recenable. 

(Chartered Accountant *) 

[Hints : fi) Certified Investment list should be obtained from the 
Management and the Auditor should personally see 
the investments and the Investment Register. 

(ii) Please see hints on Question 35. 

(id) BiIL Rect able should be verified with the Bills 
Receivable Day Book and Bank Statements and if 
any Bills arc lying witli the Clients^ on Balance 
Sheet date undisoouiitcd they should lJeXJnspeoted 
personally by the Auditor.] 



CHAPTER IX 


DEPRECIATION 

Depreciation may be defined as a loss in the use value of 
an Asset. Every Asset undergoes this loss whether it is put 

. to use or not. The value to be derived from 

tem'^Depreciation’ th<? USC ° f a n0W P ° SSeSSi ° n wiU be havin « 
a gradual shrinkage as the acquired asset 

gets old and older. The cause of the shrinkage in value is 

wear and tear, passage of time, obsolescence, etc. 

Before the trading results are found out, the loss on 
account of Depreciation of the different Assets owned by an 
establishment must be povided for. If it is not done, the true 
results will not be ascertained and a case 
of inflated profits will arise. The necessity 
of providing for Depreciation is also there 
for replacing the old. worn out or obsolete 
Plant and Machinery or Building. Right from the beginning 
of the acquiring of an Asset, an amount should be set aside 
every year against the profits. The amount thus taken away 
from the profits should be made to be accumulated and be 
available at the time of replacement. 

Different methods are followed for charging Depreciation. 
The method to be applied will depend on the nature of the Asset. 
A system known as Straight Line Method prescribes that at 
the end of each year a fixed amount will be charged by way 
of Depreciation so that the Asset comes to nil value, being 
rendered useless at the end of a specified period of time. For 
example, a Plant is bought for Rs. 10,000 and its life time is 
estimated to be 10 years. If a sum of Rs. 1,000 is written off 
every year, at the end of the 10th year, the Plant comes to 
zero value. The method is very simple and hence, the name 
Straight Line Method. It also goes by the name of Fixed 
Instalment system, as the amount of Depreciation provided 
for each year is one and the same. Reducing Instalment System 
of providing for Depreciation may be followed for Assets whose 


Necessity of 
providing for 
Depreciation 
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lifetime is long. According to this system, a fixed percentage 
on the diminishing balance will be written off each year. For 
instance, if 10% is to be written off as Depreciation on an 
Asset costing Rs. 10,000, at the end of thef first year the amount 
of Depreciation will be Rs. 1,000. But in the subsequent years 
the amount of Depreciation will gradually diminish. At the 
end of the second year it will be Rs. 900 [10% on (Rs. 10,000 
minus Rs. 1,Q00)], at the end of the third year Rs. 810 [10% 
on ("Rs. 9,000 minus Rs. 900)], at the end of the fourth year 
Rs. 729 [10% on (Rs. 8,100 minus Rs. 810)] and so on. At the 
end of the estimated working life of the Asset, a scrap value 
will be arrived at. A prominent distinction between the above 
two methods is that under the Fixed Instalment System (or 


Straight Line Method) the same amount is charged against the 
Profits each year, whereas the amount charged as Depreciation 
under the Reducing Instalment System will be larger in the 
earlier years and smaller in the later years. And as such, the 
latter method may be recommended for such Assets as require 
heavy repairs when they are old. For then, there would be a 
balance between ‘Depreciation’ charges and ‘Repairs’ charges. 
In the first few years the amount of Depreciation is high but 
Repairs negligible. The reverse would be the case in the 
succeeding years. So, charges against the Profits will be of an 
even nature throughout ho period the Asset gives service. 
Depreciation Fund Method is sometimes followed. The 
characteristics of the method are that the Asset would appear 
on the Assets side of the Balance Sheet at Cost Price always 
and on the Liabilities side would appear a Depreciation Fund 
Account balance. According to the method under review, at 
the year-end. Profit & Loss Account is to be 
Different Method* debited by a certain amount (same every 

Depreciation ^ yf^ r ) of Depreciation and correspondingly 
Depreciation Fund Account to be credited. 
The credit balance of the Depreciation Fund Account will thus 
go on increasing with the passage of time and is to appear on 
the face of the Balance Sheet. Cash equal to the amount by 
which Profit & Loss Account is debited has to be kept outside 
the business in some good securities and that would accumulate 
at compound interest. The Investment will appear on the 
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Balance Sheet as Asset (Investment Account is to be debited 
and Cash Account credited when cash is taken out of the 
business). At the end of the life-time of the Asset, the Asset 
Account will be effaced by crediting' this Account and debiting 
the Depreciation Fund Account. After the above entry, if the 
Asset Account leaves any debit balance or if the Depreciation 
Fund Account leaves any credit balance, that would be trans- 
ferred to Profit and Loss Account. The Securities would be 
disposed of when it is time for replacement of the Asset and 
new Asset bought with the sale proceeds. The Depreciation 
amount should be fixed after consideration of the Replacement 
value assessed on the basis of probable inflation of price. The 
advantage of the method is that the amount required for replac- 
ing an Asset — and usually that is huge — is easily obtained with- 
out there brnug any drain on the Working Capital. But the 
difficulty lies in the fact that the market value of the Securities 
where money has been invested may go down at the time of 
replacement of the Asset and the sale proceeds may be insufficient 
for the purchase of a new Asset. To tide over this drawback, 
Insurance Policy Method is prescribed. According to this 
method, with an Insurance Company an Insurance Policy will 
be taken out for an amount just required for the replacement 
of an Asset. And entries are passed on the following lines. 
At the year-end, the Profit and Loss Account is debited by the 
amount of Annual Premium and the Depreciation Fund Account 
credited correspondingly. When premium is paid in cash, Cash 
Account is credited and Depreciation Fund Policy Account 
debited correspondingly. Thus, the Depreciation Fund Policy 
Account, having a debit balance will appear on the Balance Sheet 
as Asset and the Depreciation Fund Account, having a credit 
balance will appear as Liability. The term being over, as under 
the foregoing method, the Depreciation Fund Account and the 
Depreciation Fund Policy Account will both be closed, the former 
being debited and the latter credited. The Policy having 
matured, money will be had from the Insurance Company and 
that spent in the buying of the new Asset. Those that buy long 
leases with large capital outlay prefer to adopt Annuity System. 
The essence of the system is that Depreciation is to be written 
off aa a loss not only on the Cost Price of an Asset but also on 
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the interest which the money spent in acquiring the Asset could 
•earn if it was invested elsewhere. If a lease is acquired for 
10 years for a sum of Rs. 50,000 in the Asset remains locked up 
not merely Rs. 50,000 but also the interest which this fifty 
thousand could have earned. So at a certain percentage interest 
will be added for one year to the debit balance of the Asset at 
the beginning of the year. The added value of the Asset will 
then be reduced by the requisite amount of Depreciation. The 
Depreciation Annvity Tables will say what the amount of 
Depreciation will be for a particular case where these things are 
given : the cost price, the rate of interest ("Market Rate) and the 
estimated life-time of the Asset. The method should not be 
recommended where frequent changes are introduced to the 
volume of the As?v_t, that is, n«w additions are done and also 
old and wom-om pieces are sold. Complications in the calcula- 
tion of Interest and Depreciation will then arise. In the case 
of certain Assets, the extent oi loss due to Depreciation cannot be 
correctly known except cn a fvc-h \ a'uation of the Asset. So. 
a svstem of charging Depreciation knouTi as Revaluation 
Method is followed for Assets like Live-stock ( animals kept for 
use oi profit), Loose Tools, Patent? (grant of monopoly right to 
-ell or prepaie something invented by somebody). Copyrights, 
Patterns, etc. The life-tim* of these Assets is highly uncertain 
and to put them to revaluation by expert valuer 0 i* the only way 
of d'termining the amt mt of diminution in value. If the 
revalued amount of an As°et i« waller than the Book Value, 
the difference would be taken a Depreciation and be written 
off. But if the ie\ alued figure i hirer than the Book Value, 
'the Appreciation, which is not a permsnint "ain, should not be 
brought into account. Depiction Method of providing for 
Depreciation is in practice for Assets which have a definite 
capacity of giving ‘•ere ict A Pah Rock has a fixed deposit of 
salt in it and the owner of such T, °ck will write off as Depre- 
ciation the exact amount of salt removed from it during a 
period. The life of a Motor Vehicle is often calculated at so 
many thousand miles of run. At the end of a financial period, 
the miles run during the period under study will be the basis for 
charging Depreciation The method is impracticable in those 
cases where the exact amount of use cannot be measured and as 
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such an accurate record of depletion cannot be kept. Machine* 
Hour Method of calculating Depreciation is being applied in 
modern factories having extensive use of machinery. Under 
this system, the total Machine-Hours for which a machine will 
be expected to operate with efficiency are estimated beforehand 
through experts. The amount of Depreciation is calculated by 
dividing the total cost of the machine by the Total Machine 
Hours for which the machine would be working during the 
period under study. 


For the Aud’tor, it is not possible to estimate correctly the 
life-time of an Asset. So, a guess-work has to be done. But 
before that the question should be thought 
Auditor’s Duty over from all sides. The Auditor should 

in the matter see that correct principles of charging 

of Depreciation Depreciation have been applied, the nature 
of the Asset having been taken into due 
regard. While checking up Depreciation, the Auditor must keep 
the Income Tax Deprerial ion Schedule ready for guidance. In 
the above schedule will be found different rates of charging 
Depreciation applicable to different Assets. The Auditor should 
also examine the Last Assessment File for finding the 
Depreciation Statement and the written down value of the Assets. 
The Auditor should also be satisfied that the amount of Deprecia- 
tion for a period was fixed by some one in Authority. Whatever 
the Method, the Auditor’s prime concern will be to look carefully 
into the adequacy or sufficiency of the amount charged as 
Depreciation for a certain period. If in his opinion the provi- 
sion has been incorrect or if he suspects any foul play (the 
Directors may have inflated the Profits through the under- 
charging of Depreciation), the Auditor should unhesitatingly 
state in his Report that he is not satisfied as to the amount of 
Depreciation provided for. Before qualifying his Report, the 
Auditor should, however, discuss the matter at length with the 
Management. The question of qualifying the Report will arise 
only where the Management refuse to honour the views of the 
Auditor. 

To make discussion on the topic of Depreciation complete, 
certain important Case Decisions arrived at in English Courts 
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may be narrated although they have no bearing on the present 
Companies Acts, (i) In Lee v. Neuchatel Asphalte C ompan y, 
Ltd* (1889) the facts were as follows. The Company held a 
leasehold mine. One Mr. Lee on behalf of all 
Decisions *** *he Ordinary Shareholders of the Company 

brought action for the purpose of getting an 
injunction to restrain the Directors from distributing Dividends 
to the Preference Shareholders until Depreciation of the 
Company's Wasting Assets would bo provided for. There was 
a clause in the Articles of Association of the Company that the 
Directors need not make a provision for Depreciation of the 
Company’s Assets. The Company provided Depreciation during 
some previous years but no such provision was made when profit 


was proposed to be distributed as dividend to the Preference 
Shareholders for the year under review. The decision of the 
court was that a Company having power from its Articles of 
Association could distribute dividends without providing any 
Depreciation on Wanting Assets. Had the case been instituted in 
a modern Court of Law the findings of the Court would have 
been different. The particular clause in the Articles referred 
to above would have been considered ultra vires ; for, the*' 
prescription of the present Companies Act in England as well 
as in India is that Depreciation must be provided for in the 
Profit & Loss Account on all Fixed Assets before any dividend 
could be declared. Where Depreciation has not been adequately 
provided for the true Profits cannot be revealed. And the 
Auditor cannot certify the Profit & Lioss Account and the Balance 
Sheet as exhibiting a true and fair view of the state of affairs 
of the Company, (ii) In Vemer v. General and Commercial 
Investment Trust, Limited (1894), the market price of the 
company's investments in Securities had gone down heavily. 
Without providing for this depreciation — when Market value was 
much lower than the Book Value of the Investments — the 


Company declared dividend. Question was raised as to the 
'regularity of the dividend payment. The decision of the Court 
was in favour of the Management. It was held by the Court 
that subject to its Memorandum of Association and Articles of 
Association, a Trust Company, out of the excess of current 
income over current expenditure, could distribute a dividend 
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without providing for Depreciation. As has been observed in 
the previous, case, the decision in a case like the present one, 
too, in a modern Court of Law would go on a different line. 
Today, the creation of an Investment Reserve is insisted upon, 
if the Market value of the Investments is at a much lower level 
than the Book value. Also it is demanded that fresh Securities 
be bought from out of the amount set apart from the divisible 
profits as Investment Reserve, (iii) In.Wilmer v. McNamara 
& Co., Ltd. (1894) no Depreciation was/ provided for on Leases, 
Goodwill and Plant in the Profit and Loss Account of the year 
under review. The Directors proposed to pay a dividend to the 
Preference Shareholders out of profits. Mr. Wilmcr, on behalf 
of the Ordinary Shareholders, moved to prevent the Directors 
from paying the dividend on the ground that without charging 
Depreciation on Fixed Assets dividend payment would be 
irregular. The Court decided that a Company could declare a 
dividend out of current profits without making any provision for 
Depreciation on Fixed Assets. The comment by the Authors on 
the case Lee v. Nevchntel Asphalt? Company, IJd. also^applies 
here, (iv) In Bond v. Barrow Haematite Steel Co., Ltd. 
(1902), the fact was that the directors recommended the entire 
credit balance of Profit & I oss Account provisionally carried 
forward, to be transferred to Reserve, following the sanction of 
the Articles. It was found that as no depreciation had been 
charged on land, buildings, works, fixed plant and mining leases 
during the last few years. Capital got reduced. The Preference 
Shareholders claimed that their dividends should be paid out of 
the profits of the current year before making good such loss. 
The iudgemen+ was, however, that the Preference Shareholders 
could not compel the directors to declare a dividend in their 
favour without creating such reserves to make good the depre- 
ciation, as considered necessary by the directors who, in this 
case, acted being empowered by the Articles of Association to 
do so. (v) In Crabtree, Thomas v. Crabtree (1912), the 
fact was that the trustees were authorised by a * testator to 
carry on his business during the life-time of his wife on 
payment of the profits arising therefrom to her. The trustees* 
charged depreciation on the original cost of the fired plant and 

* Testator — person who ha« left a (especially a particular) will. 
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madfoinery in addition to the cost of repairs before arriving at 
the profits. But the testator’s wife claimed that such deprecia- 
tion should be disallowed. The judgement was, however, passed 
in favour of the trustees. It was observed that where the 
machinery was necessary to perform the work of the business, 
depreciation should essentially be charged. 

Company Auditor’s To decide the question of Depreciation 

duty in respect of charge, a Company Auditor should pay parti- 
provisiun for cub.r attention to the contents of Sections 205 

Depreciation & 350 of the Companies Act (latest) which are 

quoted here verbatim. 

3 [" 205 . (f) No dividends shall be declared or paid by a 

company for any financial year except out of the profits of the 
company for that year arrived at after providing for deprecia- 
tion in accordance with tlm provisions of sub-sectioh (2) or out 
of the profits of the Company for any previous financial year or 
years arrived at after providing for depreciation in accordance 
with those provisions and remaining undistributed or out of both 
or out of moneys provided by the Central Government or a State 
Government for the payment of divid°nd in pursuance of a 
guarantee given by that Government : 

Provided that — 

(a) if the company nas not piovided for depreciation for 

any previous financial year or years which falls or 
fall after the comm* -'cement of the Companies 
(Amendment) Act, 1930, it shall, before declaring 
or paying Hn^PfifTfor any financial year provide 
for such depreciation out of the profits of that 
financial vear or out of the profits of any other 
previous financial year or years ; 

( b ) if the company has incun < <t any loss in any previous 

financial year or years, which falls or fall after the 
commencement of the Companies (Amendment) 
Act, 1960, then the amount of the loss or an 
amount which is equal to the amount provided for 
depreciation for that year or those years whichever 
is less, shall be set off against the profits of the 
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company for the year for which dividend is proposed 
to be declared or paid or against the profits of the 
company for any previous financial year or years, 
arrived at in both cases after providing for 
depreciation in accordance with the provisions of 
sub-section (2) or against both ; 

(c) the Central Government may, if it thinks necessary 
so to do in the public interest, allow any company 
to declare or pay dividend for any financial year 
out of the profits of the company for that year or 
any previous financial year or years without 
providing for depreciation : 

Provided further that it shall not be necessary for a 
company to provide for depreciation as aforesaid where dividend 
for any financial year is declared or paid out of the profits of 
any previous financial year or years which falls or fall before 

the commencement of the Companies (Amendment) Act, 1960. 

♦ 

(2) For the purpose of sub-section (1) depreciation shall 
be provided either — 

(а) to the extent specified in section 350 ; or 

(б) in respect of each item of depreciable asset, for such 

an amount as is arrived at by dividing ninety-five 
per cent, of the original cost thereof to the 
company by the specified period in respect of such 
asset ; or 

(c) on any other basis approved by the Central Govern- 

ment which has the effect of writing off by way 
of depreciation ninety-five per cent, of the original 
cost to the company of each such depreciable asset 
on the expiry of the specified period ; or 

( d ) as regards any other depreciable asset for which no 

rate of depreciation has been laid down by the 
Indian Income-Tax Act, 1922 or the rules made 
thereunder, on such basis as may be approved by 
the Central Government by any general order 
published in the Official Gazette or by any special 
order in any particular case : 
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Provided that where depreciation is provided for in the 
manner laid down in clause (6) or* clause (c), then, in the event 
of the depreciable asset being sold, discarded, demolished, or 
destroyed, the written down value thereof at the end of the 
financial year in which the asset is sold, discarded, demolished 
or destroyed, shall be written off in accordance with the proviso 
to section 350. 

(3) No dividend shall be payable except in cash : 

Provided that nothing in this sub-section shall be deemed to 
prohibit the capitalization of profits or reserves of a company 
for the purpose of issuing fully paid-up bonus shares or paying 
up any amount for the time being unpaid on any shares held 
by the members of the company. 

(4) Nothing in this section shall be deemed to affect in any 
manner the operation of section 208. 

(5) For the purposes of this section — 

(a) “specified period’’ in respect of any depreciable 

asset shall mean the number of years at the end 
of which at least ninety-five per cent, of the 
original cost of that asset to the company will have 
been provided for by way of depreciation if 
depreciation were to be calculated in accordance 
with the provisions of section 350 ; 

(b) any dividend payable in c sh may be paid by cheque 

or warrant sent through the post directed to the 
regislered address of the shareholder entitled to 
the payment of the dividend or in the case of joint 
shareholders, to the registered address of that one 
of the joint shareholders which is first named on 
the register of members or to such person and to 
such address as the shareholder or the joint 
shareholders may in writing direct.] 

2 [350. The amount of depreciation to be deducted in 
pursuance of clause (k) of sub-section (4) of section 349 shall 
be the amount calculated with reference to the written-down 
value of assets as shown by the boohs of the company at the end 
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of the financial year expiring at the commencement of this Act 
or immediately thereafter and at the end of 
each subsequent financial year, at the rate 
Ascertainment of specified for the assets by the Indian Income- 

epreciation tax Act, 1922, and the rules made thereunder 

for the time being in force, as normal 
depreciation including therein extra and multiple shift allowances 
but not including therein any special, initial or other depreciation 
or any development rebate, whether allowed by that Act or 
those rules or otherwise : 

Provided that if any asset is sold, discarded, demolished 
or destroyed for any reason before depreciation of such asset 
has been provided for in full, the excess, if any, of the written- 
down value of such asset over its sale proceeds or, as the case 
may be, its scrap value shall be written off in the financial 
year in which the asset is sold, discarded, demolished or 
destroyed.] 


QUESTIONS ON CHAPTER JX 

1. Explain what is meant by 'Depreciation’. What broad 
principles should be followed in the matter of providing for 
Depreciation so that the correct trading rosxdts are rexealed ? 

2. Discuss the different systems of charging Depreciation for 
the assets of a concern. 

3. Discuss the legal position regarding the provision for 
adequate depreciation on the assets of a Limited Company, 
distinguishing between Fixed, Floating and Waiting Assets and 
refer to relevant decided eases. 

(National Diploma in Commerce) 

[//infs : The following Case Laws may be referred to : (i) 

Bond v. Barrow Haematite Steel Co., Idd. (Floating 
Assets), fii) Wilmer v. McNamara (Fixed Assets), (iii) 
Crabtree Thomas v. Crabtree (Fixed Assets) and (iv) 
Lee v. Neuclmlcl Asplialte Co., Ltd. (Wasting Assets). 
Case decisions may be found conflicting. A Company* 
Auditor will refer to Sections 205 and 350 of the 
Companies Act 1956, as amended subsequently.] 

4. The Directors of a Company, of which you are the 
Auditor, decline to provide adequate depreciation on the assets. 
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Discuss your duties, from the legal as well as the financial point 
of view distinguishing between the cases of fixed, floating and 
wasting assets. (B. Com.) 

[Wnts : The leading case laws in this respect arc the “Lee v. 

Neucliatel Asphalte Co., Ltd. series of cases”, which are 
somewhat in contrary to the commercial practice. 
Unless adequate depreciation is charged the Statement 
of Affairs will not show a true and fair view. Under 
the Companies Art, unless the Central Government 
sanctions dividend payment in the public interest even 
without providing for Depreciation, a provision for the 
shrinkage in value must be made. The Auditor mu-t, 
therefore, bring it to the notice of the shareholders, 
through his Report on Annual Accounts.] 

5. Write a short account of the judgment in the case of Lee 
z Neucliatel Asphalte Co., Ltd. and criticise same from the point 
of dew of expediency. (B. Com.) 

f Hint. : The decision of the case was that a company could 
distribute dividends without making good the deprecia- 
tion of Wasting Assets, if so empowered by its Articles 
(f Association. Bu! from the commercial point of \iew 
it may be remarked that depreciation should be charged 
ann a fund be created out of profits so as to replace an 
asset at the expiry of its estimated life. And modem 
Law dso demand that depreciation would be adequately 
provh ed for.] 

G. Considei fully the effects c the decision in what are 
called the “Lee v. Neucliatel Aspha'»e Co., Ltd. senes of cases.” 

(B. Com.) 

[Hints : Held tint before dividend is paid, depreciation of 
Current Assets must be made good but that of Fixed or 
Wasting * ssets may not be made good. Despite 
the above incisions, the m rcantile practice is to the 
contrary inj r j specl of wastmg assets.] 

7. What do you un< erstand by “Wasting Assets” ? Give two 
examples. Should Wasti lg Assets be depreciated ? (B. Com.) 

[Hints • Assets of fixc( nature which are gradually exhausted 
'while in the; process of earning income, such as leases, a 
mine, etc., are called wasting assets. It is necessary to 
provide for depreciation #so that the asset (or capital) 
can be replaced when exhausted.] 
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8. Should depreciation be written off Goodwill ? Consider 

fully. (B. Com.) 

[Hints : Goodwill is an intangible asset, and it does not depre- 
ciate through use, wear and tear or passage of time. 
But as the amount of Capital invested in the business 
ought to be represented by assets that are tangible, 
Goodwill which was brougfaj; into the books of 
accounts earlier should gradually be written off, 
especially during years of good business. Based on an 
uncertain profit-earning capacity this asset should not 
appear on the face of the Balance Sheet permanently.] 

9. A company’s block of old motor cars in use is valued at 

Us. 6,000 on January 1, 1950 at the written down value according 
to the usual rates of depreciation. During 1950 some of the cars 
are sold for Rs. 6.000 and the Directors insist that the profit of 
Rs. 1,000 should be credited to ihe Profit and Loss Appropriation 
Account. As an Auditor what should be your attitude to this 
procedure ? (B. Com.) 

[Hints : Subject to the provision in the Articles of Association, 
capital profit can be available for distribution if only 
the revaluation of all the assets and liabilities does not 
reduce the surplus. In this question the actual surplus 
should be more than Rs. 1,000 as all of the cars have 
not b**en disposed of, and the amount of the capital 
gain is to be worked out by deducting the wrrilten down 
Aalue of only t lie cars sold from the sale proceeds, 
Rs. 6,000. The ears that have not been sold should 
appear on the Balance Sheet at their depreciated value.] 

10. State the case of Wilmer versus McNamara & Co., Ltd., 
and comment on the judgement delivered by Stirling J. 

(B. Com.) 

[Hints : It was held in this case that a dividend out of the 
current profits could lie declared by a company, without 
making good depreciation of fixed assets (like Leases, 
Goodwill or Plant). But from a general point of view it 
mav l>e remarked here that dividend should not be paid 
without making good the depreciation of all fixed assets 
except Investments. The present day law would hardly 
permit dividend declaration when provision for such 
depreciation is not done.] 

11. Discuss the principle in the case Lee v. Neuohatel 

Asphalte Co., Ltd., and criticise the judgement from the point of 
view of commercial expediency. (B. Com.) 

[Please refer to hints on Q. 10.] 
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tj f- n ^ C °“ pany warkir f * «»» raine has made * P^fit of 

its. o, 00,000. No provision has been made for Income Tax due 

on the above profits. Nothing has been written off the value of the 
wasting asset. A debit balance of Rs. 25,000 in the Balance Sheet 
of the previous years has been brought over this year but not 
ad lusted. Reserve on Book Debts has been properly provided for 
and depreciation on Fixed Assets properly made. Commissions on 
bfiares and Preliminary Expenses have been written off on a five- 
year basis. 


^ ^ Directors want to distribute the entire amount of the 
profit of Rs. 5,00,000 by way of Dividends to Shareholders. Your 
vit>w as an Auditor is invited. (B, Com.) 

[II inis : Adequate provision must be made for liability for Income 
Tax before any dividend is declared. Regarding the 
debit balance of Rs. 25,000 the case law of the Ammonia 
Soda Co., Ltd. v. Chamberlain and others may be 
referred to. But it is advisable to adjust such debit 
balance with the current year’s income to arrive at the 
distributable profits. 

Reserve on Book Debts, depreciation on fixed 
assets, and the writing off of commission on shares and 
of preliminary expenses should have been treated 
properly.] 


13. Having suggested the necessity of a provision for 
depreciation of Machinery in Ihc accounts of each of three 
companies, the respective * v ards of Directors raise objection on 
the following grounds respectively : — 

(a) The cost of similar ma< ’.incry having risen, nothing 
should be written off, as it is actually more valuable. 

(!>') Repairs done have fully maintained the Machinery, 
which is, as good as new. 

(c) To charge depreciation to the same extent as in a 
good year would prevent the declaration of a dividend, 
with (the result of dissatisfaction amongst the share- 
holders and a possible in the price of shares. 
Criticize these arguments. (M. Com.) 


9 {Hints : The following observations should be made against the 
arguments of the Directors : — 

(a) Depreciation must be provided for in tbe Accounts as 
per Income lax Schedule in spite of the fact that the 
value of Machinery has increased ; otherwise the 
Auditors will qualify thtfir Report to the Shareholders, 


7 
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(b) Even if the Machinery is as good as new due to repairs 
Depreciation must be written off ; otherwise the 
Auditors will give a qualified Report. 

(c) That dividend cannot be declared if Depreciation is 
charged is no reason for non-provision of Depreciation 
in the Accounts. Adequate Depreciation must be 
provided for in the Accounts every year.] 

14. In Auditing the accounts of a Limited Company you 
ascertain that no provision has been made for depreciation on 
Wagons purchased under hire-purchase system. The Directors 
contend that as the wagons do not belong to the company, there 
is no need to make provisions for depreciation and indeed such 
a course would be quite erroneous. 

Draft a suitable reply stating the reasons. (M. Com.) 

[ Hints : Adequate Depreciation must be provided in the Accounts 
on Wagons purchased under Ilir '-Purchase Agreement. 
As these Wagons will become the property of the 
Company after the termination of all Hire-Purchase 
payments, unless depreciation is provided c\er^ year, 
the valuation of the Asset will show much in excess 
of the realisable tabic* when the Asset becomes the 
properly of the Company uivW the strict legal sense 

In case the A »set is seized bv the Seller for non- 
payment of instalments, the capital loss incurred will 
be less if depreciation lias been provided annually.] 

15. The Directors of a Limited Company are of the opinion 

that depreciation on Fixed Assets should he provided at the rates 
allowed by Income Tax. Do you agree ? (M. Com.) 

[Hints : Depreciation on Fixed Assets is usually provided at 
Income Tax Rates following the provisions of see. 850 
of the Companies Act. In the eases of Building, 
Loos'* 'Pools, Furniture, etc., this method is justified 
but in the case of Machinery and Motor ears and vans 
the Rates of Depreciation seem to be excessive with 
the result that these Assets show nil value when they 
are m nctite service.] 

16. Do you comider that a company is justified in providing 

depreciation on flic basic 0 f replacement cost ? Give your answer 
stating reasons. (M. Com.) 

[Hints : Depreciation should be provided in terms of the Income 
Tax Schedule as far as practicable and not on the basis 
of replacement value. Where, for example, the book 
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value of Machinery is Rs. 10,000 and replacement 
value Rs. 20,000, if Depreciation is provided on the 
basis of the replacement value, the Profit will be 
unnecessarily decreased.] 

17. Fixed Assets need io be written down in the Books of 

the undertaking which owns them for a variety of reasons. 
Enumerate and contrast the principal reasons and give a list of 
three types of Fixed Assets stating in each case which reason or 
reasons apply. (M. Com.) 

[Hints : Fixed Assets should be written down every year for the 
following principal reasons : — 

(a) When the Assets are out of use they should show 
nil value * or a scrap value ; 

(b) When the Assets show nil value new Assets are 
to he acquired w r ith the amounts charged to the 
Profit and Loss Account by way of Depreciation ; 

(o) The Balance Sheet Valuation show’s the correct 
stale of affairs if depreciation is provided annually. 

Throe types of Fixed Assets are the following : — 

(0 Kuildincfs - This kind of Asset should be written 
dowm considering t lie life time by Fixed Instalment-* 
annually. 

(iD Mactfivery — This should be depreciated by Normal 
Depreciation m terms of Income Tax Schedule. 

(iii) Furniture — This should be Depreciated by Reduc- 
ing Instalments ever year.] 

18. In presenting the dm ft Balance Sheet and Profit and 
Loss Account of a Company of which you arc the Auditor you 
are informed that no provision has been made in the Accounts 
for Depreciation of Plant and Machinery since the Directors 
consider that — 

(a) the amount of Deprecia* *m already >vritten off has 
been excessive ; 

(b) the market value of such assets is much in excess of 
their present book value ; 

(c) the current vear's profits are insufficient to cover 
provision fo>* further depreciation. 

Draft a letter to the Directors of the Company giving your 
advice on the matter. * ( Chartered Accountants) 
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t Hints : (a) The Auditor should examine the Assessment Order 

and the Income Tax file in which the copy of the 
Return filed with the Income Tax Officer will be 
seen along with the Depreciation Statement in 
Yellow Paper. From this Statement the Auditor 
should see the written down values of the Assets 
and compare them with those as shown in the 
Balance Sheet under ‘Plant and Machinery.’ If 
the book value is much lower than the written 
down value for tax purposes the Auditor may not 
insist on Depreciation being provided but at the 
same time he should mention in his Report that 
no depreciation has been provided in the Accounts ; 

(b) Even if the Market Price is much higher deprecia- 
tion should be prov ided ; 

(c) Depreciation must be provided even when profit of 
the Current year is inadequate.] 

19 (a) Discuss the question whether ‘Goodwill’ should be 

written down from time to time. 

(b) Some authorities aver that every established and 
solvent business lias an inherent goodwill. Would 
you, as Auditor of a firm that does not show Goodwill 
among its assets, recommend the inclusion of the value 
of goodwill in the Balance Sheet, and if so, why ? 

( Chartered Iceomitants') 

f Hints : fa) Goodwill should be written off from lime to time. 

This Assel appears on the Balance Sheet when a 
•running business is acquired from the Vendor bv 
a Company or when a partner loins or leaves a 
firm The item ‘Goodwill' ha*- no immediately 
realisable value to a concern and, therefore, 
Goodwill should be written off gradually. 

(b) If there is inherent goodwill of a business there 
is no need to raise ‘Goodwill* in the Balance Sheet. 
Unless a business is running at a considerable 
Profit if goodwill appears in the Balance Sheet 
thai w^l not attract tli* public. The easiest way 
of determining goodwill is three years’ purchase 
prie^ of the Average Profit and unless there is 
profit oven if the Goodwill Account is raised it 
has no meaning. 

Please also refer to hints on Q. 8.] 

20. Discuss : — 

(a) the main advantages and disadvantages of the principal 
methods of providing for depreciation of the Plant 
and Machinery of a manufacturing concern ; and 
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(b) the matters to be considered in determining whether 
the depreciation provided is adequate. 

( Chartered Accountants ) 

[ Hints : (a) There are two methods for the provision of 

Depreciation for Plant and Machinery, viz., (i) 
Fixed Instalment Method and (ii) Reducing 
Instalment Method. Under method (i) such a 
fixed proportion of the original cost of the asset 
is debited to the Profit and Loss Account as will 
result in a provision being made for the total cost 
less scrap value of the asset at the end of the 
expected life. The main advantage of this method 
is that the Profit and Loss Account is charged with 
an equal amount every year during the life-time 
of the asset. 'The disadvantages are that a detailed 
Plant and Machinery Register is la be maintained 
for different dales of purchase in order to calculate 
percentage on original cost. Besides, the Profit 
and Loss Account in later years is charged heavily 
on account of extensive repairs when depreciation is 
constant and this causes an unwelcomed decrease 
in profits. Under method (ii) the prominent 
advantage is that the Profit and Loss Account is 
not affected as in method (i), because the depre- 
ciation figure diminishes gradually and thus the 
repairing charges^ that will be heavy and heavier 
in subseq nt years, are balanced. The main 
disadvantage of this system is that in later years 
the depreciation charged against the profits is low 
and when the asso becomes obsolete, there may 
remain a book value on the Balance Sheet. 

(b) The Income Tax File in which Demand Notes, 
Assessment Orders and Depreciation Statements 
showing the written down value of Assets for 
Income Tax purposes are recorded will give an 
indication whether ndoq na t e provision for depre- 
ciation has been made in the Accounts. If the 
Book Value of Assets as shown on the face of the 
Balance Sheet is lower than the written down 
value as per Depreciation Statement submitted to 
the Income Tax Authorities, the Depreciation 
provided in the Accounts will be considered 
adequate. Further, the Replacement Value of the 
Assets as per Market Price should also be taken 
into consideration,*] 
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When a person does not spend the whole of his earnings, 

it is said that he has a Reserve. Likewise, when a business 

concern does not give to the owners the 

Meaning of the entire Profits, a Reserve is built up. Reserve 

term Reserve . . _ . „ 

is the unspent income of a person or an 

institution. For a trading organisation it is the undistributed 

Profits. 

Reserves may be created in various manners. When 
Reserve is built up out of profits earned in the usual course 
of the business of a concern or from the normal incomes of an 
individual or an institution, it should be called Revenue Reserve. 
As opposed to that, Capital Reserve is created through gains 
of Capital nature. When, for instance, there is profit from the 
sale of a Fixed Asset, or when Premium money has been collected 
on Shares or Debentures issued by a Joint 
Stock Company iJ a premium or the Shares 
of a Company have been forfeited, such 
profits earned outside Ihe concern’s normal 
trading line will go to build up what is called Capital Reserve. 
Capital Reserve is to be utilised only in writing off Capital 
Losses, that is losses other than those sustained in course of 
normal trading operations. A distinction between General 
Reserve and Specific Reserve is of great importance. General 
Reserve is that portion of Revenue Reserve which is meant 
for strengthening the financial position of the concern in general 
or for beinc available for a sudden contingency. Specific 
Reserve, on the other hand, will be a Reserve created for a 
specific purpose and to be utilised only for that purpose. 
Reserve for Bad Debts, for example, is a Specific Reserve ; for, 
the undrawn surplus standing at the credit of this Reserve 
Account is available only for setting off losses on account of 
Bad or unrealisabl° Debt 5 *. Other examples of Specific Reserve 
are Reserve for Repairs and Renewals, Reserve for Dividend 


Different kinds of 
Reserves and 
Reserve Funds 
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Equalisation, Investment Fluctuation Reserve, etc. Whether 
the term ‘Reserve Fund' has any special meaning should be 
examined. When the money set apart from the divisible profits 
as a Reserve is invested outside the business and the investment 
is earmarked for the particular Restive, the term Reserve Fund 
is referred to. It is the surplus by which the Assets of a 
concern exceed the Paid up Capital and Liabilities. The invest- 
ment should be such that it can easily be converted to liquid 
<.ash, whenever funds would be required. Where the liability 
item appearing on a Balance Sheet is simply ‘Revive’, it does 
not imply any outside investment, and, evidently, the money is 
employed within the four walls of a concern's internal activities. 
The difficulty is that when a purpose has to he met. sudden with- 
drawal of Funds from within the business may affect its 
smooth-sailing. The term ‘Sinking Fund’ has now to be 
explained. A Sinking Fund may be created for two purposes : 

(i) Redemption of a Liability like Repayment of money to the 
Pebepturciholders or to the Redeemable Preference Shareholders ; 

( ii) Replacement of an Asset^Monpv taken out of divisible 
profits is invested in a such a manner that the needed moment 
the requisite amount is easily availahlejufWherc the Sinking 
Fund is for redemption of a liability, the 'annual amount to be* 
d» ducted from the profit 1- should not be set aside as a charge 
against, hut should go by way of appropriation of, the trading 
piofits.v-- When the Sinking Fund is for the replacement of 
an Asset, the annual amount will be a charge agairst the trading 
profits and not an allocation of profits, and this must be debited 
•to Profit and Loss Account, b°fore Net Profit is arrived at. 
The purpose behind a Sinking Fund should be explicitly stated 
on the Balance Sheet. . A distinction between Reserve Fund 
and Sinking Fund may thus be drawn. •While a Reserve Fund 
is maintained as a measure of prudence to guard against future 
unforeseen contingencies, a Sinking Fund is created to meet a 

. specific and known Liability at a definite future date.- Some- 
times, the presence of a Reserve is not disclosed on the Balance 
Sheet This is a case of Secret Reserve or Internal Reserve. 
Such Reserve is created in various ways, viz., by making over- 
provision for Bad and Doubtful Debts or by undervaluing 
stock-in-trade or any other Asset or by overvaluing a Liability 
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or through treatment of Capital expenditure as Revenue 
expenditure. Now-a-days, creation of Secret Reserve is not 
usually encouraged by the Registrar of Companies or the 
Income Tax Authorities. 


So far as Specific Reserves are concerned, the Auditor 
should see to the adequacy of the amount for which a particular 
Reserve is created. 'He should be satisfied 
Auditors Duty aa t 0 the adequacy of a Specific Reserve, by 

of^Re&eires CreatI ° n **1™* into consideration all the facts and 
matters relating to the purpose for which 
the Reserve is created. For instance, while checking the item 
‘Provision for Bad & Doubtful Debts, from the Bill Register 
should be seen the dates of the Bills, sent to the parties for 
realisation of outstanding debts. A list of the old outstandings 
should bo prepared by the Auditor and the nature of attempts 
made by the ^Company for collecting the moneys should be* 
inquired into.j The Auditor should raise his objection jn cases 
of both underprovision and overprovision. And, where necessary, 
he will qualify his Report. As to the creation of General 
Reserve, the Auditor has nothing to say against the discretion 
of the Management. To make a Reserve for strengthening the 
■financial condition of the business is a question of prudence 
and if a lack of prudence is noticed, the Auditor has no ground 
for raising his voice of protest. Where, however, the Articles 
of Association of a Company provides for the creation of a 
Specific Reserve, the Auditor is to see that the prescription 
of the Articles has been complied with. The Auditor would 
usually be failing in his duty, if he signs a Balance Sheet 
without qualifying his Report where the Provisidh for Bad and 
Doubtful Debts is inadequate. In the cas^jjg Arthur E. 
Green & Co. v. The Central Advance and Discount Corpora- 
‘tion, Ltd. (1920), it was held by the Court that the Auditor was 
.guilty of negligence of duties for accepting a Certificate from 
"the Manager about ‘Provision for Bad Debts'. The Accounts 
showed a portion of Book Debts as ‘good’, though the Debts 
were time-barred and absolutely Bad. In another case, * 
Dovey 6 others v. Cory (1901), the decision, however, was 
otherwise. In this case large sums were advanced by a bank 
to the Directors and uncreditworthy customers, and dividends 
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were paid after crediting ‘interest* on these advances. Some 
of these advances turned ‘bad’ and no interest was realised. In 
the Accounts there was inadequate Provision for Bad Debts. 
Action was brought against the Directors of the bank, alleging 
irregular dividend payment. It was held that, in the absence 
of suspicious circumstances, the Directors were entitled to rely 
on the officers of the Company in the matter of compilation of 
Accounts. If during the course of his Audit, the Auditor finds 
that Secret Reserves in the form of undervaluation of Assets 
or overestimation of liabilities exist, he should take the matter 
up with the Management and discuss at length the reason or 
policy behind the making of such hidden reserve. Unless there 
is an absolute case for the presence of Secret Reserve, the 
Auditor should ordinarily disapprove of it and should ask for 
an amended Balance Sheet. If the Management is unwilling 
to accept the views of the Auditor, he has to qualify his Report 
calling attention to the undesirable existence of Secret Reserve, 
the wrong valuation of particular Assets or Liabilities being 
pointed out. Two important case decisions coming from 
British Courts may be cited here in this connection. In Newton 
v. Birmingham Small Arms Co., Ltd. (1906) the Articles of 
Association of the Company were altered by Special Resolution 
to give the Directors powers to build up Secret Reserve without 
showing it on the face of the Balance Sheet. The Special 
Resolution also gave power to the Auditors to verify the 
transactions relating to the Secret Reserve creation and to see 
that this Reserve was properly utilised. The Special Resolution 
provided that the Secret Reserve matter would not be brought 
to the notice of the shareholders by the Auditors through their 
Report Challenging the validity of the above provision of the 
Articles of Association when the case under study was instituted, 
the learned judge held that the i^striction placed upon the 
Auditors by the Articles concerning their Report to the share- 
holders was ultra vires, that is, against the accepted canons of 
law. It should be observed that where Secret Resert'e exists, 
the Auditor’s certificate that the Profit & L(«s Account and 
the Balance Sheet exh'bit the true and correct position of the 
company is of little value. For the true state of affairs cannot 
be reflected by the Balance Sheet when the assets and liabilities 
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have not been properly valued. In the Royal Mail Steam Packet, 
Ltd. Case {Rex v. Kylsmt and Morland, 1931) criminal procee- 
dings were instituted against the Chairman of the company for 
false Annual Reports (of 1926 and of 1927) to the shareholders 
and against the Auditor for aiding and abetting the offence. For 
several years this company had been running at a loss but 
their Accounts showed considerable promts Available for being 
distributed as dividends. This manipulation of the Accounts 
was possible through the utilisation of special credits in connec- 
tion with Excess Profits Duty recoveries and Taxation Reserves 
created in excess out of profits prior to 1926. On the face of 
the Final Accounts there was no indication of any Secret Reserve 
being utilised for dividend payment, and the shareholders were 
quite in the dark about the true trading position. The Company, 
in spite of huge trading losses in 1926 and 1927, declared 
dividends by utilising the Seoet Reserves. It was held by the 
Court that neither the Chairman nor the Auditor was guilty 
under the Larceny Act 1861 for issuing false Reports ^to the 
Shareholders but the Chairman only was found guilty for 
publishing a Prospfctv - s containing false information. Though 
in this special case the Auditors were freed from the charge 
brought against them, they should not as a rule be liberal in 
the matter of allowing undisclosed Reserves to be utilised for 
inflating the profits with the resultant dividend payment. After 
the Companies Act, 1956, as amended subsequently, the attitude 
of law towards the presence of any Hidden Reserve has been 
more strict. The Auditor should without any hesitation mention 
in his Report the presence of Secret Reserve. 

QUESTIONS ON CHAPTER X 

1. What is meant by the term ‘Rescr\e’ ? Explain the 
necessity of creating a Resene. 

f Hints : In years of success when there is good profit, a portion 
of the profit should be set aside. This would strengthen 
the financial position of a concern. To meet 
contingencies of specific nature the creation of a* 
Reserve is of utmost importance. For, otherwise, when 
a particular contingency, such as Bad Debt &c. will 
arise, the particular year’s profits will be unduly 
affected.] 
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2/ Distinguish between a General Reserve and a Special or 
Sproffin* Reserve and explain the difference of their treatment in 
the Profit and Lass Account. (B. Com.) 


[Hints : General Reserve is to strengthen financial condition in 
general and is. a provision for unknown contingencies, 
while Special^ or Specific Reserves aTe for known 
contir^enoics. .Special Reserves are provisions for 
debenture redemption, dividend equalisation, etc., and 
Specific Reserves are provisions against bad debts, 
depreciation, etc. Treatment for Specific Reserves in 
the Profit and Losis Account will be by way of a charge 
against the profits while, for both of the Special and 
General Reserves, there will be an appropriation of the 
profits.] 

3. Give an illustration of a reserve of each class and state 
how they should appear in l lie accounts of a limited Company, 
and describe an Auditor’s duty in relation thereto. * (B. Com.) 


[Hints : Reserves may be Revenue, Capital or Secret in nature. 

Revenue Reserves, again, may be (i) Specific, e.g., 
provision for bad debts, (ii) Special , e.g., provision for 
dividend equalisation, or (iii) General , to meet unknown 
contingencies* Specific Reserve appears in the Balance 
Sheet under the head ‘Current Liabilities and Provisions', 
vliile Special and General Reserves appear under 
‘Reserves and Surplus’. (Provision for bad debts , instead 
of being shown in the Liabilities side, is shown in the 
Assets side as he amount deducted from ‘Sundry 
Debtors'.) Capilal Reserve arises from Capital Profits, 
e.g., forfeiture! of Shares, issue of Shares or Debentures 
at a premium, etc., and »ppcar in the Balance Sheet 
until such profits are utilised for writing off extraordinary 
losses. An Auditor should see that adequate Specific 
(or Special) Reserve is maintained and he will leave 
the raising of Genera] Reserves to the discretion of the 
Management. A Company Auditor will examine the 
provision^ of the Articles regarding creation of 
Reserve. While Special General Reserves are to 

be disclosed in the Balance Sheet, Secret Reserves should 
be allowed within reasonable limit only if it is main- 
tained out of a genuine motive to serve the best interests 
of the shareholders.] \ 


(a) What do you understand by the term ‘Maintennriae 
Reserve Account' ? 

(fc) In what type of business can W Maint^iimpce^Reserve 
Account be suitably oj>erated r 
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T£c) How is this Reserve shown in the Annual Balance 
Sheet ? (B. Com.) 

[ Hint s : It is a reserve for repairs and renewals charges of those 
fixed assets for the maintenance of which such charges 
are considerable, varying from year to year. It can 
suitably be operated in any business where repairs and 
renewals charges are high and specially in those 
concerns where delicate machines are in work. It is a 
charge against the profits and appears on the Balance 
Sheet under a distinct head.] 

5. Whal is a Secret Reserve and how may it be created ? 
What are the points in favour of and also against such creation ? 
What would be your duty, as an Auditor to a Bank, in regard to 
commenting on a large Secret Reserve in your Report to the 
Shareholders ? (B. Com.) 

[Hints : It is an internal reserve which necessarily remains 
undisclosed in the Balance Sheet. Undervaluation of 
assets, overvaluation of liabilities, depreciation in excess 
and charging a Capital Expenditure as a Revenue one 
are some of llie methods to create such a # reserve. 
Secret Reserve is essential for public confidence in a 
Bank . An Auditor may allow Secret Reserve only afier 
satisfying himself that no malpractice is in operation 
and that it is maintained in the interest of the 
shareholders.] 

(>. Win 1 are Secret Reserves ? What Safeguards should 
Auditors obien e with regard to the creation, existence or utilisation 
of such reserves ? 

(National Diploma in Commerce) 

7. State how an Auditor might observe a “Secret Reserve” 
in the affairs of a concern, although there might be no indication 
of such a reserve in the Balance Sheet. 

(Chartered Accountants) 

[ Hints : Where Secret Reserve exists, the Balance Sheet would 
not give any indication of such existence. An Auditor 
may detect that assets, have been undervalued, through 
charging of excessive depreciation, or, liabilities have 
been overestimated to create such a reserve. The 
treating of Capital Expenditure as Revenue and 
deliberate over-looking of prepaid expenses, incomes 
accrued but not received, appreciation of assets, etc., 
are oilier synmtoms of such reserve and these should be 
carefully scrutinised far detecting the existence of a 
hidden Reserve.] 
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8. A company seeks to capitalise items which are, in your 
view, revenue charges. It is, however, urged upon you that (i) 
the depreciation of assets in previous years has been excessive and 
thus Secret Reserve has been created which can well bear these 
charges, and (ii) to insist upon debiting them against revenue will 
result in a loss which may seriously prejudice the company. 

As an Auditor what should be your attitude and why ? 

(B. Com.) 

[Hrnts : Under no circumstance 1 ?, should a Revenue item be 
treated as a Capital one. The shareholders should be 
notified about the excess of Secret Reserve and the 
Directors should be instructed to write up the assets 
io the extent of over-depreciation. Excess arising as a 
result should be credited to Profit and Loss Account and 
thus the Company's trade prospect may behaved from 
being prejudiced. The decision of the Court m Siapley 
v. Read Bros., Ltd. (1921 — 10 T.L R. 412) ought to be 
studied in connection with the writing off of a debit 
balance on Profit & Loss Account from the restoration 
of an Asset to its fair value.] 

9. In Ihe course of an Audit of a Company you find : 

(a) That the business premises has for many years been 
depreciated at such an abnormally high rate that in the 
year under Audit the \alue of the premises has been 
minced to nil. although a \ery good substantial building 
is physically in existence. 

(b) That the Closing Slot has been considerably 
undervalued. 

^ Draft a letter to ihe Board of Directors on the basi of your 
above findings. (B. Com.) 

[ Hints : Directors should he informed that ho f h the facts give 
rise to Secret Resene. As such, to bring the business 
premises to nil would keep i! shareholders in the dark 
about the situation. Il should he pointed out that such 
drastic undervaluation of Assets might stand in the way 
of securing any loan from Bank or others, and claiming 
any depreciation, ?o far as income tax is concerned. By 
drawing the attention of Directors io the risk of with- 
holding the a'*ual position of closing stock, their 
estimated requirements of Secret Reserve and their 
proposals to deal with^ such Reserve should be 
demanded.! 
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10, What is the position of the Auditor of a Company 
regarding the adequacy of Reserve for Bad and Doubtful Debts ? 
Refer to two important legal decisions in support of your answer. 

(M. Com.) 

[Hints : On the rcalisability of the Book Debts, as are exhibited 
in the Balance Sheet, the financial stability of a concern 
much resits. If the Auditor certifies a Balance Sheet in 
which the Prorision for Bad & Doubtful Debts is 
inadequate he will be guilty of negligence of duties. In 
the case of Arthur E . Green $ Co v. The Central 
Advance Discount Corporation, Ltd. it was held by 
the Court that the Auditor was guilty of negligence of 
duties for accepting a certificate from the Manager 
about Provision of Bad Debts. The accounts showed 
a number of Book Debts as good which were time-barred 
and absolutely bad. 

In the case of Dovey v. Cory largo smr^ were 
advanced to the Directors and unreliable customers and 
Dividends were paid after crediting interest on these 
advances. Some of these advances were bad and no 
interest was realised. In the Accounts there was no 
sufficient provision for Bad Debts. Action was taken 
against the Directors of the Bank and il was held 
that in the absence of suspicion** circmnsl/ tices the 
Directors were entitled to rely on the officers of the 
Company for the compilation of the Final Accounts.’} 

11. Descril>e and contrast . — 

(i) A reserve which is a charge against Profit ; 
and (ii) A Reserve which is an appropriation of Profit. 

Give an illustration of a Reserve of each class and stale how 
they should appear in the Accounts of a Limited Company. 

(M. Com.) 

[Hints : (a) When a Reserve is created by debiting the Profit 

and Loss Account before Net Profit is arrived at, 
such a Reserve will be a charge against the Profits 
and has to be provided for even when there is loss. 
When, on the other hand, a Reserve is made for 
known and unknown contingencies or for ploughing 
back the Profits, such Reserve will be by way of 
appropriation of the already ascertained Net Profit. 
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(b) Provision for Bad and Doubtful Debts, Provision 
for Discount on Debtors, etc., are charges against 
the Profits of a concern. These provisions should 
be shown as amounts deducted from ‘Sundry 
Debtors’ on the face of the Balance Sheet. In a 
Company Balance Sheet they would appear under 
the heading Current Assets , Loans and Advances . 
In this connection mention may also be made of 
such Reserves as Maintenance Reserve, Rehabilita- 
tion Reserve, &c. 

(c) Provision for Taxation, Development Reserve. 
General Reserve, Dividend Equalisation Reserve, 
etc., will go as appropriation o* the profits of a 
concern. Provision for Taxation and Provisions 
for other contingencies will appear in a Company 
Balance Sheet under the heading Current Liabilities 
and Provisions ; other Reserves will come under 
Reserves and Surplus .] 

Sg^Cwiiat is Secret Reserve ? State how it is usually 
createa and give a few reasons in support of and against such a 
Reserve. Is it possible under the Companies Act, 1956, to create 
such a Reserve ? What information should be disclosed in the 
accounts, if dividends arc paid out of such a Reserve ? (M. Com.) 

[Hints : Secret Reserve is the Reserve not exhibited on the face 
of the Balance Sheet. Usually it is created through 
undervaluation of *ssets, overestimation of liabilities, 
overcharging of depreciation, building up of Specific 
Reserves like Reserve for Discount on Deblois &c. 
exceeding what would be adequate, or treatment of 
Capital Expenditure as Revenue Expenditure, with the 
result that the business condition seems weaker than it 
actually is. Vfompetition is thus *dmt out and labour 
given less opportunity to orv for a higher wage. The 
Reserve that is secretly built up may be drawn upon 
in critical years and in this way a crash in share price 
may be prevented and publ confidence commanded. 
Institutions for whom the confidence of the people is 
the mainstay may, therefore, profit from the creation 
of Secret Reserve. But the critics would complain of 
the untrue and misleading picture conveyed by the 
Accounts. Taking brief for the shareholders they 
would emphaticaBv protest against profits being with- 
held. Shares mav have a fall in value because of the 
paler look worn by the Company. The knowledge of 
the accumulated Reserves created secretly may induce 
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the Management to go lethargic. The Directors may 
not pay due regard to the bonafide purpose behind the 
creation of a Secret Reserve and thus they may go 
against the interests of the shareholders. The Auditor 
must read the intentions of the Management with an 
eye of critic. He must guard himself against the 
charge of giving a false certificate on the Balance Sheet. 
Under the present Companies Act no Secret Reserve is 
permitted to be created and nd Dividends are allowed 
to be paid out of such Reserves. The Statutory 
Auditor will qualify his Report if Dividends are paid 
out of Secret Reserves and state on the face of the 
Balance Sheet the existence of the Secret Reserve and 
the fact that Dividends were paid out of such Reserve.] 
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PAYMENT OF DIVIDENDS 

The question of dividend payment or dividend declaration 
will arise only when the Profit and Loss Account of a Company 
has a credit balance after adequate depreciation according to 
sections 205 and 350* of the Companies Act has been charged 
and all liabilities including taxation duly provided for. The 
appropriation of the profits as revealed by the Profit & Loss 
Account is a very intricate matter for a Joint Stock Company. 

What part of the Profits should go to the 
Appropriation shareholders as dividend is a question highly 

ot Profits controversial. It is difficult to lay down in 

clear cut terms what exactly shall be available for distribution 
as dividend. If decisions of leading cases over the matter are 
referred to, they will be found conflicting. Nevertheless, 
certain broad principles regarding dividend payment are out- 
lined in the following paragraph. Dividend, as a rule, should 
be paid only out of clean profits, as otherwise it would be 
a case of Dividend being paid from out of Capital. 

Dividends usually should be paid out of the Profits. 
Dividend payment may also be arrai ?ed out of moneys provided 
by the Central Government or a State Government for the 
payment of Dividend in pursuance of a guarantee given by that 
Government. Before the profits are made available for 
dividends, all the assets should be subjected to a proper re- 
valuation. If shrinkage in value is noticed, the difference must 
be written off prior to dividend declaration. 
Broad Principles jf f however, there is an appreciation in the 

regarding payment value 0 f an Asset, that appreciation should 
oi Dividend not ^ taken into consideration, as unrealised 

profits are not to be given away as dividend. The basis of 
valuation should be as follows : for the Fixed Assets, the 
Original Cost less accumulated depreciation and for Floating 

*The contents of Section* 250 and' 3S0 of the Companies Act htn 
been quoted verbatim in the latter part of Chapter IX. 

8 
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Assets, the Original Cost or Realizable Value (present Market 
Price), whichever is lower. It has to be borne in mind that 
the provisions of the Articles of Association are to be taken 
into proper regard. 


As cases centring round the Payment of Dividends brought 

before the lawcourts have their important bearing on the 

discussion of the topic, some of them are cited here. In Foster 

v. The New Trinidad Lake Asphalte Company, Ltd. (1901) 

with other Assets a Book Debt of huge amount was taken over 

by the Company at its formation. In the Books of the Company 

no value was placed on this Asset, because the entire portion 

of the Debts was considered bad and 

Important case irrecoverable. Subsequently the full amount 

decisions over together with interest was realised and the 

payment of 

Dividends Directors proposed to distribute this amount 

as Dividend without taking into consideration 
the decrease in the value of other Assets. It was held by the 
Court that the realised amount of the Book Debts considered 
bad could not be a profit available for Dividend unless a surplus 
remained after a revalution of the whole of the Company’s 
Assets. In Lubbock v. The British Bank of South America 
(1892) the case was like this. The Banking Company had their 
branch business in Brazil. They sold their business including 
Goodwill to another Company for a huge amount under the 
condition that business would be discontinued in. Brazil. The 


sale brought for the vendors a handsome profit and this was 
Capital Profit. The Directors, in keeping with the terms of 
the Articles of Association, transferred a part of this profit to 
Reserve Fund and distributed the balance as Dividends. The 
Court’s award was in favour of the Directors. It was held 


that a profit on the sale of a part of the entire undertaking of 
a Company could be made available for Dividend if there was 
such a provision in the Articles of Association. If an identical 
case was instituted today, the decision of the Court, in the light 
of the provisions of the present Companies Act, would have 
been for taking Capital Profits to Capital Reserve, not to be 
made available for dividend payment. For the benefit of the 
hareholders, however, Capital profits may be utilised for the 
jssue of Bonus Shares with sanction of the Central Government,. 



PAYMENT OP DIVIDENDS 


115 


and with approval of the Board Meeting and the Shareholders' 
Meeting. In Bolton v. Natal Land and Colonisation 
Company, Ltd. (1892) the Profit and Loss Account for the year 
1882 was debited with £70,000 in respect of Bad Debts and at 
the same time was credited with almost similar amount owing 
to the Appreciation in the value of Land. In the year 1883. 
there was a profit which the Directors proposed to distribute* 
as Dividend. The case was brought for restraining the 
Directors from this Dividend payment on the ground that the 
value of Land shown on the Balance Sheet was in excess of the 
true value. The plaintiff wanted that the difference in the 
value of the Asset be adjusted before Dividend declaration. 

The Court was of the opinion that Dividends might be paid 
out of Current Profits without adjusting the value of Land. 
Law today would, however, ask for a revaluation of all the 
Assets in a case like this. In Ammonia Soda Co.. Ltd. v. Cham- 
berlain (1918), in a certain year the debit balance of the Profit 
and Loss Account of the Company was written off by taking to 
the credit the Appreciation in the value of the Company’s 
property as a result of discovery of a new bed of rocksalt. In 
subsequent years the net profit made by the Company was 
distributed as Dividends, nothing having been done to adjust 
the Profit & Loss Accent debit balance referred to above. 
According to the Court, the Directors of a company could pay 
Dividends out of current Profit." without writing off a debit 
balance of the Profit and Loss Account of the Company arising 
through losses in earlier years. Three case decisions have been 
discussed under the Chapter ‘Depreciation’ already. These are 
Lee v. Neuchatel Asphalte Co., Ltd., Vemer v. The General 
Commercial and Investment Trust, Ltd., and Wilmer v. 
McNamara & Co., Ltd., and they have a cosiderable bearing 
on the Dividend payment question. It should be noted that 
the Courts decide a particular case entirely in the light of, and 
in the full context of, the circumstances of the case. It should 
further be noted that the attitude of the modem lawcourts, in 
• the light of the recent changes in Company Regulations would 
be more strict than before in respect of the declaration and 
payment of Dividends. The judges seem to be of common 
attitude in one respect. It is this that the shareholders’ Capital 
cannot be used to pay a Dividend. The present day law fna fetfr 
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so much on adequate Depreciation being provided for, as, 
otherwise, the Profits will get inflated and a case of Dividend 
being paid out of capital will arise. 

JBefore being satisfied that the payment of Dividends in a 
particular case has been regular, the Auditor should carefully 
Matters to engage ' consuIt 0) the relevant provisions in the 
the special attention Companies Act* and in the Articles of 
of the Auditor in Association, (ii) the Directors’ Resolution 
respect of Dividend recommending the Dividend payment, and 
payment (iii) the Shareholders’ Resolution passing it. 

The Auditor’s special notice should be drawn to the rate of 
Dividend and provisions made for Income tax and Super tax, 
wherever applicable. Dividends will be declared by the 
Company in General Meeting, but no dividend shall exceed the 
amount recommended by the Board of Directors who are in 
the know of the Company’s inner working. Before recommend- 
ing any Dividend, the Board may set aside out of the profits 
of the Company such sums as it thinks proper as a Reserve 
or Reserves, for contingencies, or for equalising Dividends. 
The Board may also carry forward any Profits which it may 
think prudent not to divide, without setting then! aside as a 
Reserve. Dividend would be declared only on the Paid up 
portion of Shares held by the Members, and the Board may 
deduct from any Dividend payable to any Member all arrears 
of Share call moneys. Dividends would be paid either in Cash 
or by issue of Bonus Shares. A separate Bank Account must 
be maintained with a Scheduled Bank for Dividend payment 
operations. The Dividend which is payable in cash may be 
paid by Cheque or by Warrant sent through the post to the 
registered address of the shareholder entitled to the payment 
of the Dividend. The Auditor should look to it that Dividend 
is paid only to the registered shareholders, or to their order, 
or to their bankers. Where a Share Warrant has been issued 
in accordance with the provisions of section 114, Dividend would 
be paid to the bearer of such Warrant or to his bankers. 
Within forty-two days from the date of the declaration of a 

•Sections 205, 206 and 207 deal with the question of regularity or 
otherwise in the matter of Dividend payment and of proper charging of 
Depreciation prior to Dividend declaration. 
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Dividend, its payment must be arranged, or the Warrant in 
respect thereof must be posted. Else, those that are at the 
helm of affairs in company administration may be liable to 
imprisonment and fine. The punishment shall not be hurled if 
the Dividend payment could not be done because of the reasons 
stated in the second paragraph of section 207. The Articles of 
Association may provide for Interim Dividend being paid pending 
ascertainment of Annual Profits. The Auditor should allow 
Interim Dividend payment only if such payment is safe on the 
basis of satisfactory business already done during the interim 
period and the expectation of good trading results during the 
remaining period of the Accounting year. The justifiability of 
Interim Dividend declaration also rests on there being adequate 
liquid resources at the disposal of the Company. Once a Final 
Dividend is declared, an interest-free debt devolves on the 
shoulder of the Company, and this debt is to be shown on the 
Liabilities side of the Balance Sheet so long as it is not redeemed 
by payment, in cash or in kind'*'. The Company does not, 
however, run into any such debt as a result of an Interim 
Divffiand. declaration, which the Company may rescind. Some- 
times the Auditor's advice is sought as to provision of money 
when Cash balance is inadequate. If the Profit money is locked 
up in the Stock in-trade or in the Book Debts, the Auditor 
may advise the client for irranging overdrafts from Bank on 
the hypothecation of Stock or Book Debts. If, on the other 
hand, the Profit money is blocked in other Assets or if it is 
utilised for business expansion purpose, Bonus Shares may be 
issued, or, in the alternative, Dividend may be paid out of the 
proceeds of fresh issue of Shares or Debentures. 

QUESTIONS ON CHAPTER XI 

1. What is meant by ‘Divisible Profits’ of a Company ? 
State the broad principles regarding Dividend payment. 

fFor an exhaustive answer, please refer lo text.] 
vX* Can Capital Profits be distributed as Dividend ? If so, 
under what circumstances would such a distribution be made ? 

(B. Com.) 

* Finance Corporations often meet their Dividend liability to Share- 
holders by transferrins to them the Share* or Debentures of other Companies. 
This is known as Scrip-Dividend. 
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[ Hints : The question of Capital Profits being available for 
Dividend distribution is a highly controversial one . 
Different Case Laws established different views . In 
Lubbock v. The British Bank of South America, it was 
held that Capital Profits were available for distribution 
as Dividend if the Articles so allowed and if such 
profits were actually realised. In Foster v. The New 
Trinidad Lake Asphalte Co., Ltd., however, the decision 
was that no such payment could be made unless all the 
assets were revalued and profit still did remain. 

Capital Profits arise from sources like (i) issue of 
Shares and Debentures at a premium, (ii) forfeiture 
of Shares, (in) sale of an Asset at a price higher than 
the book value, etc., and a gain of this kind, non-trading 
in character, should be applied, being first transferred 
to Capital Reserve, only for the meeting of Capital 
Losses *, i.e , losses other than those sustained in the 
course of a Company’s normal trading operations. 
Capital Profits may also be utilised in writing off, partly 
or wholly, the debit balances of Accounts like 
Preliminary Expenses, Underwriting Commission, Good- 
will, &t\, if any. In the absence of any such balance, 
and where Ihc Directors do not deem it necessary to 
transfer a portion of the realised Capital Profits to 
Capital Reserve, that particular portion may be given 
away as Dividend, subject to the sanction of the Article 
and after a revaluation of all the Assets.] 

3. What do you understand by ‘Divisible Profits' ? Support 
your answer by reference to at least two important case laws. 

(B. Com.) 

[Hints : ‘Divisible Profits’ is a very intricate terra. It is not 
easy to define it. Certain fundamental principles 
should be followed to determine the extent of 
‘Divisible Profits' ; — 

(a) Section 205 of the Companies Act forbids payment 
of dividend except out of profits,, or except out 
of moneys provided by the Central Government or 
a State Government for the payment off dividend 
in pursuance of a guarantee given by that 
Government. No payment can be made before 
charging adequate Depreciation on the Assets as 
prescribed under sections 205 and 350. 


* Capital Losses occur from (i) issue of Shares at a Discount, (u) issue 
at a Discount, or redemption at a Premium, of Debentures, (iii) sale of an 
As«et at less than book value, etc. 
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(b) Amount of ‘Divisible profits’ should be determined 
after providing for Income tax, Super tax, etc. 

(c) Government may prescribe maximum rates of 
dividend payable by a Company or such conditions 
may be imposed on a borrowing Company by a 
Finance Corporation. In such cases the dividend 
declared must not exceed this limit. 

(d) Dividend must be declared by shareholders in a 
General Meeting, but it can, in no case, exceed 
the rate fixed by Directors. Subject to the above, 
the detailed procedure for the determination of 
‘Divisible Profits*’ may be laid down in the Articles 
of a Company. Besides current expenses, all 
shrinkage in the value of assets should be set off 
against current income before the same is made 
available for dividend payment. 

Case Laws : In this context attention may be 
invited to (i) Foster v. The New Trinidad Lake 
Asphalte Co, Ltd. and (ii) Lubbock v. The British 
Bank of South America, for a general guidance.] 

4. The Directors of a Public Limited Company desire to 
distribute dividend out of profits realised as stated below : — 

(a) Profits derived from the forfeiture and re-issue of 
Shares. 

(b) Profits derived from redemption of company’s Deben- 
tures at discount in the open market. 

(c) Profits realised on sale of company’s fixed assets. 

(d) Bounties received by the company from the Central 
Government 

How will you, as Auditor of the company, advise the directors 
in the matter ? Refer to any two Case Laws you know in this 
connection. (B. Com.) 

[Hints : Only the bounties received from Governmental quarters 
may be utilised for Dividend payment. The other 
gains constitute Capital Profits and are, therefore, 
ordinarily to be transferred to Capital Reserve. Also, 
when realised, they may be available for Dividend if 
certain conditions are fulfilled. For further guidance, 
please refer to hints on Q. 2.] 

5. Write a short note on Divisible Profits dealing with 

important case law decisions on this subject. (B. Com.) 



120 


PRINCIPLES AND PRACTICE OF AUDITING 


[Hints : By the term Divisible Projits should be meant such 
Profits as could be divided among (the shareholders in 
keeping with the basic Statutory provisions (sections 
205, 206 and 207 of the Companies Act), and with the 
relevant clauses in the Articles of Association. Al- 
though tlie Companies Act does not define precisely, 
what should be called ‘divisible profits', certain broad 
principles are discernible in it. They have been 
discussed under hints to Q. 3. 

The decisions emanating from lawcourls in some 
of the following cases should be studied for their 
historical importance only. It is so said, because the 
attitude of the Court today, in the light of the various 
restrictive clauses embodied in the present Companies 
Act, especially in India, would not be so liberal in the 
matter of Dividend declaration, as it is noticed to have 
been in the cases referred to. For instance, some of 
the case law decisions in the past were in favour of 
Dividend payment without provision for Depreciation 
on all of the Assets or without the writing off of past 
losses. In one case (Lubbock v. The British Bank of 
South America), the Court did not find anything wrong 
in the distribution of Capital Profit as Dividend when 
the Articles permitted it. The prescriptions of the 
Statute and the attitude of the modern courts of law 
would he found to be altogether different today. 

Case Laws : Ammonia Soda Co., Ltd. v . Arthur Chamberlain 

and others. 

Bolton v . Natal Land and Colonisation Co., Ltd. 

Bond v . Barrow Haematite Steel Co., Ltd. 

Crabtree, Thomas v. Crabtree. 

Foster v . The New Trinidad Lake Asphalte Co., Ltd. 

Lee v . Neuchatel Asphalte Co., Ltd. 

Lubbock v. The British Bank of South America. 
Stapley v. Read Bros., Ltd. 

Vemer v. General and Commercial Investment 

Trust, Ltd. 

Wilmer v . McNamara & Co., Ltd.] 

6. May a Company write up its Assets in order to recoup 
past losses ? Consider fully and quote a case in point. 

(B. Com.) 

[Hints : A company may write up its assets in order to recoup 
past losses. In Ammonia Soda Co., Ltd. v. Arthur 
Chamberlain and Others (1918), the debit balance of 
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the Profit and Lo&s Account of the Company was written 
off by taking into account the appreciation in the value 
of the company’s land &sf a result of discovery of a new 
bed of rocks alt. In subsequent years, dividend was 
distributed without writing off the aforesaid debit 
balance in the Profit and Loss Account, which the court 
held valid. 

This decision of the Court does not appear to be 
safe and sound from a commercial point of view and 
is contrary to the pro\isions of the Companies Act, 
1956.] 

7. The Directors of a limited liability Company propose to 
pay dividends out of a particular year’s profits although the 
Balance Sheet shows a debit balance in Profit and Loss Account 
on account of previous year’s losses. 

What is the legal position ? Discuss the points on which 
your answer is to be based. (B. Com.) 

[Hints : The position is pretty obscure. According to Seel ion 
205 of the Indian Companies Act, I960, no dividend 
can be paid otherwise than out of Profits of the 
company. It means that dividend can never be paid 
out of Capital. Payments of dividend in a ease like 
this can be prevented under the section if it can be 
proved that such payments have resulted in loss of 
Capital or have Lren made out of Capital. 

Subject to this basic statutory position, reference 
should be made to the Company’s Articles to see if the 
relevant clause has anything to say on the point. This 
apart, certain case law decisions are available for 
general guidance. 

The most important case on the subject is that of 
Ammonia Soda Company, Ltd. v. Chamberlain and 
others.] 

8. The Directors of a Limited Company desire to declare an 
Interim Dividend. You, as an Auditor of the Company, have been 
asked to prepare the interim accounts and advise them on the 
suitability of the measure. 

State how you will proceed and narrate briefly the points 
that will receive your special attention in this connection. 

(B. Com.) 
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£ Hints : An Auditor has nothing to do in regard to the pre- 
paration of interim accounts. If he does so > he will be 
doing it as an Accountant. The legal decisions as laid 
down in Apfel v. Annan Dexter & Co. and in Leech v. 
Stokes will be the guiding principles for an Auditor 
accepting the above job. Regarding the suitability of 
the proposal, an Auditor will be well advised to go 
through the relevant provisions in the Articles, as also 
to ensure that interim profits a're very correctly deter- 
mined. He should also make it clear to the Directors 
that in tendering advice, he assumes no responsibility* as 
an Auditor. 

The following may constitute a reasonable and safe 
procedure in respect of interim dividend. 

(a) If possible, an interim account is to be prepared by 
taking Stock and providing for depreciation, bad 
debts, etc. Otherwise, Gross Profit might be determined 
on the basis of turnover, where the business is more 
or less si able. 

(b) General conditions of trade during the remaining jlferiod 
should be estimated on a conservative basis and the 
interim profit be adjusted accordingly. 

(o) As an additional safeguard, a fair proportion of the 
net interim profit should be kept apart to guard 
against unforeseen deterioration in business. 

(d) Payments should be made if the liquid resources of 
the Company are adequate. 

(e) An Auditor should make it clear that if the final profit 
of the Company is not sufficient to cover the interim 
dividend already paid, they will be exposed to the risk 
of paying dividend out of Capital, which runs contrary 
tc the statutory provision.] 

9. The** is a very large accumulation in the Unclaimed 
Dividends Account of a Company. The Directors want to transfer 
this to the Profit and Loss Account for re-distribution as* Dividend. 

Discuss the soundness of this proposal from the (i) legal and 
(ii) financial points of view. (B. Com.) 

[Hints : Legally, the debt is not time-barred before six years* 
under the Law of Limitation. So payment of new 
dividend from this account might land the company in 
legal difficulties until such time that it is lapsed or time- 
barred. Moreover, any such distribution would be 
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\wong in that it amounts to payment of dividend from 
Capital Profits. 

Financially, the proposition is unsound. This 
account represents earning of non-recurring nature and 
has very little to do with the trading result for the year. 
Moreover, a sudden disbursement of considerable 
magnitude might affect the liquid position of the business 
and even fresh commissions may be demanded by the 
Managing Agents or the Managing Directors. In view 
of the foregoing, unclaimed dividends outstanding for 
a long time are generally transferred to a Reserve 
Account for future contingencies, or are utilised to 
write off capital lasses or preliminary expenses and such 
other items.] 

10. Should the entire amount of ‘Net Profits' shown in the 

Balance Sheet of a Company be distributed as dividend ? State 
and explain the various considerations that arise in this 
connection. (B. Cora.) 

[/lints : It all depends upon how the figure of ‘Net Profits' is 
arrived at. Care should be taken to siee that all 
chargeable expenses and losses such as Depreciation are 
duly set off against the current income before arriving 
at the ‘Net Profits'. The question whether the entire 
amount of ‘Net Profits' is divisible or not should be 
judged in the light of the following considerations : 

(a) the nature & extt^t of the working capital ; 

(b) immediate liabilities of the Company and contingent 
liability, if any ; 

(c) liquidity of cash position ; 

(d) Taxation ; and 

(e) Interim Dividend, if any, already paid. 

If the Auditor is satisfied in regard to all the items enumerated 
above and be sure of the Company's financial soundness, he should 
not object to the proposed distribution of the entire profits as 
dividend.] 

11. Is a Company bound to replace its lost capital out of 
current profits before it can declare dividends ? Discuss and 
explain how far this is required under the Companies Act, 1956. 

(M. Com.) 

[Hints : In Bolton v. Natal Land & Colonisation Co., Ltd. case 
(1892) it was held by thji Court that a Company out of 
its current Profits could declare Dividend without 
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making provision for the loss in the value of Fixed 
Assets (such as, Land & Building). Under the 
Companies Act 19B6 it is obligatory to provide Depre- 
ciation on Fixed Assets in the Pro fit & Loss Account 
and Dividends cannot be paid without such provision.] 

12. What are Capital Profits ? Can dividend be paid out 
of .such profits ? Discuss. (M. Com.) 

[Please 'refer to hints on Q. 2.] 

IS. A Company has a large balance to the credit of General 
Reserve Account built up out of the following : 

(a) Appropriation from Profit and Loss Account ; 

(b) Profit on sale of fixed assets from time to time ; 

(c) Liabilities waived voluntarily by creditors due to the 
company’s financial conditions in earlier years. 

The year under review has made a small profit and Lhe 
Directors desire to recommend the payment of a Dividend involving 
an amount exceeding the profit of the year. For this purpose they 
propose to transfer from the Reserve Account sufficient balance to 
meet the dividend payment. 

Consider the propriety of the above proposal. 

(Chartered Accountants) 

[ Hints : Only the amount transferred to General Reserve by way 
of Appropriation from the Profit and Loss Account may 
be utilised for the payment of Dividend. 

Amount transferred from the Profit on the sale of 
Fixed Assets should not be merged under General 
Reserve. This amount should be transferred to Capital 
Reserve Account. Similar ought to have been the 
treatment for liabilities voluntarily waived by creditors.] 

14. The Directors of a Company decide to set aside a 
substantial amount of the profit of the year to a Contingency 
Reserve, with the result that no dividend can be recommended on 
the Preference Shares. Can the Preference Shareholders compel 
the Directors to pay dividend on their Shares ? Quote legal 
decision and other provisons in the Act, if any, in support of your 
answer, presuming that Table A applies to the Company in the 
present context. (M. Com.) « 

[ Hints : It is not obligatory to recommend the payment of 
Dividend on the Preference Shares every year unless 
there is such condition in the Articles of Association of 
the Company. Hence the Directors may set aside a 
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large amount for a Contingency Reserve if it is 
necessary. The Preference Shareholders cannot compel 
the Directors to pay Dividend to them at all 
eventualities* In Bond v . Barrow Haematite Steel Co ., 
Ltd., it was held by the Court that the Preference 
Shareholders had no right to claim Dividend out of 
Current Profits without the provision for Reserves as 
laid down in the Articles of Association of the Company 
or as considered necessary by the Directors.] 

lu. Under what circumstances and to what extent, if at all, 
is it open to a Company which has written down its assets 
excessively in the past to write them up, for payment of dividend 
thereout ? (M. Com.) 

[ Hints : A company may write up the value of its Assets after 
re-valuation by experts. For example the value of 
Building may be increased if an expert Surveyor 
certifies the appreciation after a re-valuation. 

It was decided in the case of Ammonia Soda Co., 
Ltd. v. Chamberlain & Others (1918) that a Company 
might increase the value of its Assets if there was 
really an appreciation in the value after revaluation, 
and could distribute dividend out of current Profits 
without writing off loss of the previous years.] 

16. Would you consider that a company could legitimately 
treat the following as profits avaliable for the purpose of declaring 
a dividend ? — 

(a) Profits used in past years to write down goodwill ; 

(b) Past years* profits put to reserve ; 

(c) Current profits, without making good the debit balance 

of the Profit and Loss Account brought forward from 
the previous year. (M. Com.) 

[Hints : (a) Profits used in past years to write down Goodwill 
should not be utilised for the purpose of declaring a 
Dividend by creating Goodwill Account again and 
transferring the amount to the credit of a Reserve 
Account. In the case of StapLey v . Read Bros., 
Ltd., the Company was appropriating profits for 
some years reducing the value of Goodwill to Nil. 
Again the value of Goodwill was restored and a 
Goodwill Account was raised, the Reserve Account 
being correspondingly credited. Subsequently this 
Reserve was. utilised for the payment of Dividend to 
Preference Shareholders for three consecutive years. 
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It was held by the Court that this procedure way 
correct. But under the Companies Act 1956 this 
procedure of manipulating the Goodwill Account for 
Dividend purpose will be wrong. 

(b) Past years/ profits put to Reserve may be fallen back 
upon for payment of Dividends. 

(c) Current year’s Profits cannot be utilised for payment 
of Dividend without making good the loss of 
previous years, although in the case of Ammonia 
Soda Co., Ltd. u. Arthur Chamberlain and Others, 
the Court’s decision was contrary to this.] 

17. What are the main factors, which must l>e taken into 
account when considering whether a company may pay dividends to 
its shareholders ? Summarise four legal cases which establish 
important principles in connection with divisible profits and 
dividends. (M. Com.) 

[Hints : Shrinkage in value of Assets must be written off after 
all of them have been put to a proper revaluation. 
Appreciations should be ignored. Fixed Assets should 
be valued at Original Cost less accumulated depreciations 
and Floating Assets are to be valued at Original Cost 
or present Market Price, whichever is lower. The 
contents of the Articles of Association should be care- 
fully studied. To find a more comprehensive answer 
to the question under review, please refer to hints on 
similar questions given earlier, quoted from B. Com. 
papers. 

Legal Cases : 

(a) In Lee v . Neuchatel Asphalte Co., Ltd. {1889), the 
learned judge held that subject to the approval of the 
Articles, a’ Company could pay dividend without making 
good the loss in value of Wasting assets . 

(b) In Vemer v. General and Commercial Investment Trust, 
Ltd. (1894), it was held that a Trust Company with 
sanction from its Articles, could distribute dividend out 
of its excess of income over expenditure of the current 
period, loss of Capital not being recouped. 

(c) In Ammonia Soda Co. v. Chamberlain (1918). the! 
Court’s award was that the existing deficiencies in Paid 
up Capital or the accumulated trading losses need not 
be met before declaring dividends out of current year’s 
profits. 
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(d) In Foster v. The New Trinidad Lake Asphalte 
Company, Ltd. (1901), the decision was that the amount 
realised from Book Debts, earlier written off as 
irrecoverable, could not be made available for distribu- 
tion among shareholders unless a surplus remained 
after a revaluation of the whole of the Assets. | 

18. Explain what important legal principles as to divisible 
profits have been established in any two of the following cases : — 

(i) Lee v . Neuohatel Asphalte Co., Ltd. (1889, 4*1 Ch. 1). 

(ii) Verner v . General and Commercial Investment Trust, 
Ltd. (1894, 2 Ch. 239). 

(iii) Ammonia Soda Co., Ltd. v. Chamberlain (1918, I. J. 

87, page 193). 

(iv) Foster v . The New Trinidad Lake Asphalte Co., Ltd. 

(1901, 1 Ch. 208). * (M. Com.) 

19. In what circumstances may a Limited Company make 
a distribution in the nature of a dividend without profits having 
been earned by the Company ? 

What are the respective rights of directors and shareholders 
in regard to the declaration of dividends ? (M. Com.) 

[if inis : A Limited Company should not make Dividend payments 
without earning Profits. If, however, the Company 
made good Profits in previous years and built up a 
Reserve for Dividend Equalisation and if the Company 
holds out a bright prospect for the future, the Directors 
of the Company may recommend the payment of 
Dividend by the utilisation of such Reserve. In the 
absence of Profits, Dividends may also be paid out of 
moneys provided by the Central Government or a State 
Government for the payment of Dividend in pursuance 
of a guarantee given by that Government (sec. 205). 
The Directors have no right to pay the Dividend 
unless the Shareholders of the Company at their Annual 
General Meeting pass a Resolution approving the 
payment. No Dividend shall exceed the amount 
recommended by the Board. 1 

20 The Directors of a Company consult you with regard 
to the question of payment of an interim dividend. State the 
' points which would guide you in forming an opinion. (M. Com.) 

[Hints : Before sanctioning the payment of an Interim Dividend, 
the Directors must arrange for the preparation of an 
Interim Final Account covering a certain period Mid 
adopt this Account at the Board Meeting. The adopted 
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Final Accounts should be placed before the Auditors 
for Audit. If the Auditors are satisfied with tlfe 
financial working and position, they may express an 
opinion on the desirability of the payment of Interim 
Dividend, but they should put nothing in writing. The 
Auditors should express themselves in favour of such 
payment when a satisfactory trading result is already 
revealed for the earlier part of the Accounting year 
and when there is every prospect of a good business 
for the succeeding months of the year.] 

21. Give four examples of profits arising to a Limited 
Liability Company not through usual course of trading operations 
and discuss the question of utilising such profits for the purpose 
of declaration of dividend. (M. Com.) 

[Hints : Profits of a non-trading character may arise out of the 
following : — 

(a) Profits on forfeiture and re-issue of Shares of a 
Company. 

(b) Profits on the sale of Fixed Assets of the Company. 

(c) Profits on the issue of Shares or Debentures at a 
premium. 

(d) Profits on the Redemption of Debentures through 
purchases in the open market at a discount. 

Such profits should not ordinarily be utilised for 
the payment of Dividends. These amounts should be 
transferred to Capital Reserve Account to be fallen 
back upon for the writing off of Capital losses. 
Please refer to hints on Questions 2 and 5.] 
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THE AUDITOR OF A LIMITED COMPANY 

According to Sec. 224 of the Campanies Act, every Company 
shall, at each Annual General Meeting, appoint an Auditor or 
Auditors to hold office from the conclusion of the meeting until 
the conclusion of the next Annual General Meeting. The First 
Auditors of a Limited Company are appointed by the Board of 
Directors through a resolution passed by the 
The Appointment *Board. Such Auditors are to hold office 

the first Annual General Meeting. A 
casual vacancy, caused except through 
resignation, is also filled up by the Directors. Subsequent 
Auditors will be appointed by the Shareholders at the 
Annual General Meeting each year. According to sec. 226 of 
the Companies Act, Special Notice shall be required for a 
resolution at an Annual General Meeting appointing as Auditor 
a person other than) a retiring Auditor and on receipt of Notice 
of such a resolution, the Company shall forthwith send a copy 
thereof to the retiring Aud-’tor As a matter of professional 
etiquette, the Auditor appointed in place of another should 
comm u nicate with the retiring Auditor in writing before 
accepting the appointment ; otherwise, he will be liable to 
disciplinary action as per regulations of the Institute of 
Chartered Accountants in India. Under section 224, there is 
provision for the Central Government to appoint an Auditor 
where no Auditors are appointed or re-appointed at an Annual 
General Meeting. Under section 233A, the Central Government, 
by an order, may arrange for a special Audit of the Company’s 
Accounts for such period or periods as specified in the order, 
where in the opinion of the Government, the affairs of a Company 
are not being administered on sound and healthy lines, or where 
“the financial position of a Company threatens its solvency. 
The Auditor of a Company, in which more than 61% of the 
Paid up Share Capital is held by the Government (Central or 
State or both), will be appointed by the Central Government 
on the advice of the Comptroller and Auditor-General of India. 


9 
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The remuneration of the Auditor of a Company shall be fixed 
by the Appointing Authority. The expression “remuneration” 
will include any sum paid by the Company in respect of the 
Auditors' expenses. 

According to sec. 226 of the Companies Act, a person 
shall not be qualified to act as the Auditor of a Limited Company, 
unless he is a Chartered Accountant* holding 
Qualifications and Licence of Practice from the Central Govern- 

Company Auditors ment If a firm 18 appointed as Auditors, 
all the partners of the firm must have the 
above qualification. The following persons are debarred from 
being appointed as Auditor of a Company : — 

(a) a body corporate ; 

(b) an officer or an employee of the Company ; 

(c) a person who is a partner to, or who is in the 
employment of, tin officer or an employee* of the 
Company ; 

(d) a person who is indebted to the Company for an 
amount exceeding one thousand rupees or who has 
given any guarantee or provided any security in 
connection with the indebtedness of any third person 
to the Company for an amount exceeding one 
thousand rupees ; 

(e) a person who is a Director or Member of a Private 
Company or a Partner of a firm which is the 
Managing Agent or the Secretaries and Treasurers 
of the Company ; or 

(f) a person who is a Director or the holder of Shares 
exceeding 5% of the Nominal value of the Share 
Capital of the Company to come under Audit or of 
the Share Capital of any body corporate which is 
the Managing Agent or the Secretaries and 
Treasurers of the Company. 

• A Chartered Accountant is one who has enrolled himself as a member 
of the Institute of Chartered Accountants in India by passing necessary 
examinations held by the Institute. 
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The Auditors of a Limited Company have the Status of an 
Agent. They, for Audit purposes, shall carefully safeguard the 
interests of the Shareholders. In another 
The Status, Rights sense, the Auditors enjoy the status of 

Oimpa^r Auditors 0fflcers of the Company— they exercise 
control and superintendence over the actions 
of the Directors affecting the Shareholders’ interests. That the 
Auditors are officers of the Company under Audit was decided 
upon in two well-known English cases, viz., Kingston Cotton 
Mill Co. Ltd. (1896) case and London and General Bank 
(1895) case. Under the Companies Act 1956 (sec. 227), as 
amended subsequently, Company Auditors have a right of access 
to the Books, Accounts, Vouchers and other Documents of the 
Company at all times and can inspect them, whenever required. 
Furthermore, they have the right of demanding information and 
explanations from the Directors to fulfil their part of task. 
The Company Auditors are also entitled to the following 
privileges : — 

(a) Attending the Shareholders’ Meetings wherever their 
Audited Accounts are placed (notices of these 
meetings to be sent to the Auditors) ; and 

(b) Participating in discussions over Accounts matters 
at such meetings. 

The most important duty of the Company Auditors is to 
certify the Annual Profit and Loss Account and the Balance 
Sheet and to report to the Shareholders in the following 
manner : — 

(a) Whether or not they have obtained all the informa- 
tion and explanations the* required for the purposes 
of Audit ; 

(b) Whether in their opinion the Profit and Loss Account 
and the Balance Sheet are properly drawn up in 
accordance with the law and whether they exhibit 
a true and fair view of the state of affairs of the 
Company according to the best of their information 
and the explanations given to them and as shown 
by the Books of the Company ; and 
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(c) Whether, in their opinion, the Books are maintained 
in keeping with the requirements of Company Law. 

Evidently, to be in a position to give a Report on' the above 
lines the Auditors are to go through the Books and Papers 
sufficiently diligently and not in a haphazard mechanical way. 
And it shall be the bounden duty of the Auditors to bring to the 
notice of the Shareholders all frauds, irregularities and 
discrepancies. An invidious task often devolves on their 
shoulder. 


Removal of Com- 
pany Auditors 


Sections 224 and 225 of the Companies Act deal with tne 
question of Removal of a Company Auditor. 
An Auditor is liable to be removed from his 
office for gross misfeasance, incapacity, 
unprofessional conduct, lunacy or conviction in a Criminal 
Court of Law. Where at an Annual General Meeting a new 
Auditor is appointed, Special Notice having been given according 
to the requirements of sec. 225, that would mean removal of 
the old Auditor unless he resigned of his own accord. (In 
this connection please refer to Q. 3 (at along with hints on it 
given at the end of the present chapter.) According to sub- 
section (7) of sec. 224, an Auditor may be removed from office 
before the expiry of his term only by the Company in General 
Meeting, after it has obtained the previous approval of the 
Central Government in that behalf. 


QUESTIONS ON CHAPTER XII 

1. What arc the statutory duties of a Limited Company’s 
Auditors ? Who may be appointed Auditors of a Limited 
Company ? Under wliat circumstances, may any of them be 
disqualified ? (M. Com.) 

[ffin/s : The duty of an Auditor appointed by a Limited Company 
is to .submit a Report, signed by him, to shareholders 
on all of the Accounts examined by him. This Report 
will be accompanied by the Audited Profit and Loss 
Account and Balance Sheet with the Auditor’s views 
thereon. According to sec. 226 of the Companies Act, 
a person who is a Chartered Accountant and holds 
Licence of Practice from the Central Government can be 
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appointed Auditor of a Limited Company. If a firm 
is appointed Auditors for a company, all the partners 
of the firm must have the above qualifications. A body 
corporate, or a person having financial interests in the 
business of a company, cannot act as its Auditor. Sub- 
sections (3), (4) and (5) of section 226 deal with who 
shall not be qualified for appointment as Auditor of a 
Company.] 

2. (a) Who can become Auditor of a Public Limited 
Company ? 

(b) How are Auditors appointed in a Public Limited 
Company ? (B. Com.) 

[ Hints : (a) Please refer to hints on Q. 1. 

(b) The first Auditors are to be appointed, by the 
Hoard of Directors within one month from the 
dale of Incorporation of the CompAny, to hold 
office unlil the conclusion of the first Annual 
General Meeting. Subsequent Auditors are appoin- 
ted bv the Shareholders at each Annual General 
Meeting, to hold office till the next Annual 
Genera] Meeting. A casual vacancy, if not 

created by the resignation of the Auditor, can be 
filled up by the Directors by appointing an Auditor 
who shall be in office till the conclusion of the next 
Annual General Meeting. Where no Auditor is 
appointed or ''-appointed at a Company General 
Meeting, the Central Government would have power 
to appoint an Auditor. Where, in the opinion of the 
Government, the affairs of a Company* are not being 
conducted on desired lines, or the management is not 
going on proper track, the Central Government 
shall have power to appoint either the Company's 
Auditor himself, or some other Chartered Accountant 
(not necessarily to be in practice), to conduct a 
Special Audit as per section 233 A. The Central 
Government will also appoint Auditor for all 
Government Companies.] 

3. (a) How can an Auditor be (i) appointed and (ii) 
removed under the Companies Act 1956 ? 

(b) Under what circumstances can the Central Government 
appoint Auditors of a Limited Company ? (B. Com.) 

[ Hints : (a) For Auditor appointment, please refer to hints 
on Q. 2. 
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With prior sanction of the Central Government, an 
Auditor can be removed from office, even before the 
expiry of his term, by the Company in General 
Meeting (sub-section 7 of sec, 224). 

A case of removal will also arise (i) where the first 
Auditor appointed by the Board is* not re-appointed 
at the first Annual General Meeting of the Company, 
and (ii) in the case of a subsequent appointment if 
a new Auditor is appointed in place of his pre- 
decessor or if no Auditor is at all appointed. Special 
Notice shall be required in these cases as laid down 
under sec. 225 (i). 

(b) For Central Government's power to appoint Auditor 
of a Limited Company, please refer to hints 
on Q. 2.] 

I*. FiXamine the status, rights and duties of a Company 
Auditor. 


5. The Directors of a Public Limited Company have decided 
to make a change of Auditors and have asked you to accept the 
appointment. 

(a) State the steps you would take : (i) before accepting 
the appointment ; and (ii) before commencing the 
Audit. 

(b) Would you take indcntical steps if the Company were 

a Private Limited Company ? (M. Com.) 

[Hints : (a) Where a new Auditor is appointed in place of the 
retiring one, the former has to communicate with the 
latter in writing before accepting the appointment, 
as a matter of professional etiquette as demanded by 
the regulations of the Institute of Chartered 
Accountants in India. Non-compliance of this may 
find the new incumbent open to disciplinary action. 

Before commencing the Audit, the newcomer 
should always make it a point to verify the 
authenticity of his appointment. And the appoint- 
ment would be deemed to be regular, if according to 
sections 221 and 225 of the Companies Act the 
following were done : — 

(i) Within seven days of the appointment 
Intimation was given by the Company 
ito the newly appointed Auditor. 
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(ii) Within thirty days of the receipt from 
the Company of the above intimation, 
the Registrar of Joint Stock 
Companies was duly informed of the 
acceptance of the appointment. 

(iii) For the Annual General Meeting 
Resolution passed in favour of the 
appointment, Special Notice was 
received by the Company, and it was 
communicated to all the Shareholders, 
and a copy thereof was forthwith 
sent to the retiring Auditor. 

(iv) If any representations were made in 
writing by the retiring Auditor in 
lime, a copy thereof was sent to 
every Member of the Company, or, 
time not having permitted, these were 
at least allowed to be read out at 
the Meeting. 

Furthermore, always the Auditor would do well 
to obtain and scrutinize the duly attested copy of the 
Appointment Resolution and check it by reference to 
the Minute Book, or if matters are not ready there, 
by reference to the Proceedings Book. 

(b) The Companic Act does not make any distinction 
between a Public Limited Company and a Private 
Limited one in regard to the requirements of 
professional! courtesy or of law as discussed 
under (a).] 

6. A Company wants to appoint an Auditor in place of the 
one appointed by the last Annual General Meeting. 

What steps should be taken by (i) the Company, and (ii) 
the Auditor, in order to give effect to *his in compliance with the 
provisions of the Indian Companies Act ? Distinguish between 
the cases where there is a casual vacancy and where there is not. 

(B. Com.) 

[ Hints : Please refer to hints on Q. 5. To appoint a new 
Auditor in place of the retiring one, a Notice nominating 
the new Auditor should be given by any Member of 
the Company at least fourteen days before the date of 
the Annual General Meeting. 
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The stringencies of law to be observed, when a 
new Auditor is appointed in place of the old one, will 
*Pply> only where the predecessor had his appointment 
at the last Annual General Meeting, and was not 
chosen by the Directors to fill in a casual vacancy.] 

7. State the rights of the Auditor under the Companies Act, 
1956 regarding : — 

(a) The Statutory .Books of a Company ; 

(b) Meeting of a Company ; 

(c) Accounts of a Branch Office of a Company. 

[ Hints : (a) Kvery Auditor of a Company shall ha\e a right 

of access, at all times, to the Accounts, Vouchers 
and all Statutory Books of the Company, whether 
kept at the Head Office or elsewhere (see. 227). 

(b) An Auditor has the right to receive Notice of, and 
attend, any General Meeting in which Accounts 
audited by lam are placed. He shall also be 
entitled to express himself freely, at a General 
Meeting, on any part of the business * which 
concerns him as Auditor (sec. 231). 

(c) Where a Company has a Branch Office, the accounts 
of that office shall be audited by the Company's 
Auditor, or by a person qualified for appointment 
as Auditor of the Company. If the Accounts of 
a Branch are audited by a person other than the 
Company's Auditor, the Head Office Auditor shall 
have a right to visit the Branch, and conduct a 
full Audit of all the Books maintained at the 
Branch for incorporating the Branch transactions 
into Head Office Books. This does not apply in 
the case of a Banking Company having a Branch 
Office outside India, where the Auditor may accept 
the Branch Returns signed by the Branch Manager 
instead of visiting the Branch for Audit purpose 
( sub-sections (1) and (2) of sec. 228). Here the 
Auditor will have access to such copies of, and 
extracts from, the books and accounts of the Branch 
as would be transmitted to the Principal Office of 
the Company in India,] 
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THE AUDIT OF A LIMITED COMPANY 

The first Auditors of a Company, i.e., those appointed at 

the stage of Company formation, are to obtain from the Secretary 

of the Company a certified copy of the Board Resolution on the 

appointment of Auditors. Auditors subse- 

The firsst things to quently appointed must get a certified copy 

be done by Com- c £ shareholders' Resolution to verify the 
panv Auditors , ^ . « 

regularity of their appointment. According 

to sub-section (1 A) of sec. 224 of the Companies Act, every 

Auditor, unless he is a retiring Auditor, shall, within thirty days 

of the receipt from the Company of the intimation of his 

appointment, inform the Registrar of Companies in writing that 

he has accepted, or refused to accept, the appointment. Where 

an Auditor is appointed in place of the retiring Auditor, the 

new Auditor should see that he has been informed of his 

appointment within seven days of the passing of Resolution. 

Before commencing Audit, the Auditor should see, in accordance 

with sec. 215 of the Companies Act, that the Balance Sheet 

and Profit and Loss Account with supporting Schedules of the 

Company are properly authenticated. Authentication, here, 

means that the Final Accounts along with the supporting 

Schedules shall be signed on behali of the Board of Directors, 

after the Directors' meeting has approved tfte Accounts, by the 

Managing Agent or the Secretaries and Treasurers or the 

Manager and at least two Directors one of whom must be the 

Mg. Director, if any. The Auditors will then visit the 

Registered office of the Company and draw up a suitable 

programme of the Audit. At the very outset, the following 

Documents are to be studied carefully and thoroughly : 

(a) The Memorandum of Association (the Object Clause* 
to be specially scrutinized) ; 

* The Object Clause of the Memorandum shall mention the State or 
States to whose territories the objects, wi/h the exception, however, of trading 
corporations, will extend. 
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(b) The Articles of Association (particularly, the mode 
of Share Capital issue and the Remuneration for 
different Managerial Bodies) ; 

(c) The Prospectus (with particular stress on the amount 
of Share Capital proposed to be issued, Minimum 
Subscription and the Amounts payable on Application. 
Allotment and Calls) (not applicable for Private 
Companies) ; 

(d) The Contracts with Vendors in connection with the 
purchase of Assets and with other persons for 
payment of Commission, Brokerage or Preliminary 
Expenses (when the Contract is with Vendors, 
special regard should be paid to payment of purchase 
consideration and when the Contract is over matters 
like Commission, Brokerage, etc., regard should be 
paid to the nature and the rates of such charges 
and in case of Preliminary Expenses, it shouhf be 
seen that the Expenses have all been within 
permissible limits) ; 

J (e) The Balance Sheet and the Auditor’s Report of the 
previous year (to see that the last Auditor’s Report 
has been a clean and unqualified one). 

Professional etiquette demands that a Courtesy Letter will 
be written by the newly appointed Auditor to the previous 
Auditor, the latter £eing informed of the former’s appointment. 
And Professional conduct demands that the existing Audit Fees 
be not curtailed. Before commencing regular Audit the 
following Statutory Books must be inspected : 

(i) Investments Register (particularly, the details of 
Shares, Debentures and other Securities in which 
Investments have been made and in whose names 
the Securities are held) ; 

(ii) Mortgage Register (Details of charges on Company’s 
properties and the description of properties and 
names of Mortgagees to be especially examined and the 
amount, the rate of interest and the limit of the 
Loan to be especially noted) ; 
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(iii) Members' Register with Index (names, addresses 
and occupations of the shareholders and their 
holdings with distinctive share nos. and amounts 
paid on the shares to be particularly seen) —this 
Register will give the total amount received from 
Sundry Members by way of Subscribed Capital ; 

(iv) Debentureholders' Register with Index (the matters 
to engage the attention of the Auditors are : names, 
addresses and occupation of the Debentureholders, 
their Holdings, with serial nos., the amounts paid on 
the Holdings and the rate of interest) ; 

(v) Copy of the last Annual Return (the summary of 
the Share Capital and the Debentures to be 
especially seen — also to be seen, list o± past and 
present Shareholders and Debentureholders and the 
particulars of Directors, Mg. Agents or other 
Managerial Bodies, past and present) ; 

<vi) Minute Books of the Directors and the Shareholders 
(with particular stress on Resolutions in connection 
with allotment, calls and forfeiture of Shares, 
Approval of Final Accounts, Appropriation of Profits 
and proposed D‘ idends so for as the Directors’ 
Minute Book is concerned ; in the Shareholders’ 
Minute Book, the matters to pay particular attention 
to are : Approval of Directors’ and Auditors’ Reports 
on the Final Accounts, Declaration of Dividend, 
Election of Directors by rotation, Appointment and 
Remuneration of Auditors) ; 

(vii) Contract Register (especially to be noted down are : 
names of parties, dates of the contracts, conditions 
of the contracts and the Board Resolutions confirm- 
ing the contracts) ; 

<viii) Register of Managing Agents, Directors or Secre- 
taries and Treasures (Matters for particular 
examination : names, addresses and occupations of the 
Directors and other Managerial Authorities and the 
dates of birth of the Directors) ; 
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(ix) Directors' Register of Shareholdings (particular 
attention to be paid to : names, addresses aad 
occupations of the Directors, their Holdings with 
distinctive nos. and the amounts paid on the 
Holdings — whether, according to the Articles, quali- 
fication shares have been taken up by the Directors 
is to be scrutinized) ; 

(x) Managing Agents' Register of Contracts (Matters to 
be especially seen : terms and conditions of the 
Appointment of Mg. Agents and particulars of their 
buying and selling contracts, if any) ; 

(xi) Register of Investments in Managed Companies 
(particulars of the Investments made in companies 
under the same Managing Agents to be especially 
seen). 

Apart from inspecting the above Statutory Books, it will 
be a must for the Auditors to go through all of the Financial 
Books, such as Cash Book, Journal, Ledger, etc., and the 
following Statistical Books : — 

Share Application and Allotment Book ; 

Share Call Book ; 

Share Transfer Register ; 

Debentureholders' Application & Allotment Book ; 

Debentureholders’ Call Book ; 

Shareholders’ Dividend Register ; 

Debentureholders’ Interest Register ; 

Shareholders’ and Directors’ Attendance Book ; 

Register of Sealed Documents ; and 

Register of powers of Attorney. 

Having completed a first hand inspection of the above 
documents and books, the special points are to be recorded for 
ready reference in a working file to be separately opened for 
each company under Audit. 

SHARE CAPITAL AUDIT 

Certain General Considerations. For conducting Share 
Capital Audit, from the Articles of Association is to be seen 
what the amounts of Preference Share Capital and Equity Share 
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Capital are. The total number of shares into which the two 
Capitals have been divided and the manner and mode of payment 
at different stages' (viz., at the time of Application, Allotment 
and subsequent Calls) and the Minimum Subscription to be 
raised before proceeding to allotment are to engage the pointed 
attention of the Auditors. According to sec. 87 of the 
Companies Act, every member of a Company Limited by Shares 
and holding any Equity Share Capital therein shall have a 
right to vote on every Resolution placed before the Company. 
His Voting Right on a poll shall be in proportion to his share 
of the paid-up Equity Capital of the Company. A Preference 
Shareholder shall have a right to vote only on Resolutions placed 
before the Company which directly affect the Rights attached 
to the Preference Shares. Under sec. 88 of the Companies Act, 
no Company shall issue any Shares which carry Voting Rights 
or Rights as to Dividend which are disproportionate to the 
Rights attaching to the holders of other shares (not being 
Preference Shares). Ordinarily, a small part of the total 
amount payable on a Share is asked for being paid at the time 
of application. Companies will authorise some scheduled Bank 
to receive the Application Money, together with the Application 
form duly filled in, from the Applicants direct. The Bank next 
morning forwards to the C mpany's Registered Office a state- 
ment of the amounts received from different applicants along 
with the original applications from parties. The Auditors' 
duty shall be to check up these applications and to see whether 
they have been entered into the Application and Allotment Book 
with names of the applicants and the amounts received. Also 
they should unfailingly check up whether the amount shown in 
the Banker’s Daily Statement as the total Application Money 
received appears on the debit side of the Cash Book under 
Application Account, duly agreeing with the daily total of the 
Application Column of Application & Allotment Book. After 
the shares have been subscribed, the Auditors are to be satisfied 
that the total amount receivable on account of application as per 
Articles of Association appears on the credit of Application 
Account in the Ledger. 

Application Stage. Under sec? 69 of the Companies Act, 
the amount payable on Application shall not be less than 5 per 
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cent, of the Nominal value of the Shares applied for. According 
to the same section, if the Minimum Subscription is not raised 
or received on the expiry of 120 days after the first issue of 
the prospectus, all amounts received from the Applicants for 
Shares shall be repaid to them without interest. If the money 
is not refunded within 130 days after the date of issue of the 
Prospectus, the Directors of the Company shall be jointly and 
severally liable to repay the amount with interest at the rate 
of 6 per cent, from the expiry of the 130th day. Moneys 
received from Applicants have also to be refunded where it 
was stated in the Prospectus that Shares and Debentures of 
the issuing Company would be dealt in on Stock Exchange, but 
subsequently the permission for enlisting the instruments has 
not been applied for to the Stock Exchange Authorities or has 
not been granted by them. In this connection the Auditor 
should be conversant with sec. 73 of the Companies Act. 

Allotment Stage. The validity of the Allotment of "Shares 
will be checked up from the Directors’ Resolution recorded in 
the Directors’ Minute Book and from the record made in the 
Application and Allotment Book duly signed by the Chairman 
of the Board of Directors. The Auditors should also examine 
the Journal Voucher duly passed by at least one Director 
transferring the Application money to Share Capital and 
debiting Allotment Account and crediting Share Capital Account 
with the total amount receivable on Allotment. The Bank 
Statement will then be checked up with the debit entries in 
the Cash Bank and corresponding credit entries in the Allotment 
Account of the Ledger and with the entries in the Allotment 
column of the Application and Allotment Book. On allotment 
of Shares, the Company enters into a contract, enrolling the 
subscribers as Members. It has, therefore, to be checked up 
whether after the allotment money is received the shareholders' 
names have been made to appear in the Shareholders’ Register 
or ( Members’ Register) with particulars of Shares allotted and 
amounts received. 

After the allotment money is received, Share Certificates 
(Scrips) should have been issued to Members. The Auditors 
are to examine counterfoils of the Share Certificates along with 
entries in the Share Ledger. 
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Call Stage. Letters of call are to be issued on the strength 
of Board’s Resolution which the Auditors should peruse along 
with the Journal Voucher debiting the particular Call Account 
and crediting the Share Capital Account. When call money is 
realised, that is to be checked up with the Banker’s Statement 
and entries in the Cash Book, Ledger and Members’ Register. 
Tf Bonus Shares* are in issue the Auditors should trace the 
source from which such Shares were issued. Also the 
Directors’ Resolution (recommending the issue), the share- 
holders’ Resolution (passing the issue), the sanction of the 
Articles of Association and the approval of the Central 
Government regarding the issue of Bonus Shares are to be duly 
examined. If Shares are issued as fully or partly paid 
up for a consideration other than Cash, the Auditors 
should see the Articles of Association authorising such 
issue and the Directors’ Resolution in this connection. The 
vendor’s Agreement with the company is to be taken into 
examination with special stress on the terms of settlement of 
the Purchase consideration. 

Issue of Shares at a Premium. If Shares were issued at a 
premium under siec. 78 of the Companies Act, the Auditors should 
see that the premium monev stands to the Credit of "the Share 
Premium Account”. It has to be seen that this money is applied 
only for writing off the Preliminary Expenses of the company, 
or for writing off losses of capital nature as mentioned in the 
section quoted above, or for paying up unissued Shares of the 
Company to be issued to Members of the Company as fully paid 
Bonus shares. 


* Bonus Shares are Shares issued to th« existing shareholders of the 
Company. For these shares no payment is required to be made. Such issue 
is done by making available to the members of the Company a part of the 
past undistributed profits lying at the credit of Reserve Accounts. Thus 
what was withheld from the shareholders in the past is now brought to them 
in the shape of instrument which may be retained for future Dividends or may 
be converted into liquid cash any time. Bonus Shares may also be issued 
against the Company’s current dividend liability, the Companies Act allowing 
Dividend payment either in cash or by issue of Bonus Shares. The Company 
thus has an increase in its working capital and the shareholders enjoy the 
benefit of an appreciable increase in the value of their holding. 
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Issue of Shares at a Discount According to Section 79 
of the Companies Act 1956, Shares may be issued at a Discount 
provided the following conditions have been fulfilled : 

(a) The same class of shares must have already been 
in issue ; 

(b) At least one year must have elapsed after commence- 
ment of Business of the Company ; 

(c) The shares must be issued under a Resolution passed 
by the Company in general meeting and under 
sanction from the Court (the issue must be completed 
within two months from the date of the court’s 
sanction) ; 

(d) Unless there is special sanction from the Central 
Government, the rate of Discount cannot be more 
than 10%i of the nominal or face value of the shares ; 

(e) Particulars of the Discount must be mentioned in 
every prospectus relating to the issue of the Shares. 
In all cases of Shares issued at a Discount, the 
Auditors should see that the provisions have all been 
observed. 

Underwriting Commission and Brokerage. According to 
section 76 of the Companies Act 1956, underwriting commission 
or Brokerage may be paid on the issue of Shares and Debentures 
The following should engage the attention of the Auditors : — 
Contents of the Prospectus in this connection, sanction of the 
Articles of Association and the contract with Underwriters or 
Brokers. An Underwriter gives guarantee for the sale of a 
certain nnmber of shares. If the stipulated amount of shares 
cannot be made to be sold to public, the Underwriter himself 
is to subscribe for the balance. A Broker does not give any 
guarantee for the sale of shares. The rate of underwriting 
commission or of brokerage cannot exceed 5% of the nominal 
value of the Shares or 2 1 ^ of the nominal value of the 
Debentures. 

Forfeiture of Shares and Re-issue of the Forfeited Shares. 
Due to nonpayment of Call Moneys, if Shares are forfeited, the 
Auditors should see the following : 
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Authority in the Articles of Association, Directors' Resolu- 
tion and entry in the Members' Register. The same things 
are to be inspected when the forfeited shares are re-issued. 
If the money collected on re-issue has been taken to the debit 
of Cash Book is also to be verified. Forfeited Shares must not 
be issued at a price which, together with the amount already 
realised on the previous issue, falls short of the Nominal Value 
of a Share. 

Different Kinds of Shares. Under the latest Companies 
Act, Shares are of two categories : (a) Equity Shares and (b) 
Preference Shares. Equity Shares, popularly known as Ordinary 
Shares, have an equitable treatment in the matter of Dividend 
payment and in the matter of Capital Repayment on liquidation 
of the Company, whereas Preference Shares will have a prior 
claim in both respects. The nature of preferential U’eatmcnt 
will be indicated in the Articles of Association and in the 
Prospectus of a Public Limited Company. Preference Shares 
are cumulative when the dividends of a year, which cannot be 
declared for lack of adequate profits, accrue and are carried 
forward. Such carrying forward for payment in some subse- 
quent year is not permissible in the case of Non-Cumulative 
Preference Shares. Preference Shares may also be issued as 
Redeemable under sec. 80 of the Companies Act 1956, subject 
to the provisions of the Articles of Association. Capital will 
be refunded to the holders of such shares after a specified time 
as indicated in the Articles of Association. According to section 
81 of the Companies Act, if a Company proposes to increase the 
Subscribed Capital by allotting further shares, at any time after 
the expiry of two years from the formation of the Company, 
or at any time after the expiry of one year from the first 
allotment of Shares, whichever is earlier, the Company shall 
first offer the Shares to the already enrolled Members in pro- 
portion to their paid-up Capital. When they decline the offer, 
the new Shares will be allotted to others. 

Hie Redemption of Redeemable Preference Shares. This 
will not amount to any reduction in Share Capital and will be 
done either out of a fresh issue of shares done for the purposes of 

10 
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redemption, or from out of accumulated sums set apart from 
the divisible profit with that end in view. If the latter course 
is to be followed, at the year-end, the Profit and Loss Account 
will be debited by way of appropriation and correspondingly 
the Capital Redemption Reserve Fund Account will be credited. 
The undrawn profits thus set apart is to be invested outside 
the business in ‘Approved’ Securities. When the Redeemable 
Preference Shares are ripe for redemption, repayment of money 
is allowable only if the shares have been fully paid up. At this 
stage, the ear-marked securities will be disposed of and the 
proceeds utilised for the repayment purpose. Sometimes, the 
Redemption is to be done at a premium. The premium money, 
then, has to be procured from out of the profits of the Company 
or out of the Company’s Share Premium Account. After 
repayment of Capital, the credit balance of the Capital 
Redemption Reserve Fund Account will be transferred to Capital 
Reserve Account and this may be applied by the Company, in 
paying up unissued shares of the company to be issued to the 
existing shareholders as fully paid up Bonus Shares. * 

Share Warrant. Under sec. 114 of the Companies Ad, 
a Public Company, Limited by Shares, if so authorised by its 
Articles, may, with the previous approval of the Central 
Government, with respect to any fully paid up Shares, issue, 
on the requisition or application from a shareholder, under its 
common seal a Warrant stating that the bearer of the Warrant 
is entitled to the Shares therein specified. This is called 
Share Warrant . The holders of these Warrants are eligible for 
future dividends on the Shares specified in the Warrant. The 
Shares may be transferred by delivery of the Warrant. Under 
sec. 115 of the above Act, on the issue of a Share Warrant, the 
Company shall remove from the Register of Members the name 
of the shareholder against whose Shares the Share Warrant 
has been issued, as if he has ceased to be a Member. In the 
above Register are now to be entered the following particulars : 
(a) the fact of the issue of the Warrant, (b) a statement of 
the Shares specified in the Warrant with their distinctive 
numbers, and (c) the date of issue of the Warrant. The bearer 
of a Share Warrant shall, if the Articles of the Company so 



THE AUDIT OP A LIMITED COMPANY 


147 


provide, be deemed to be a Member of the Company for 
participating in tne Dividends when, on payment of necessary 
fee, the Share Warrant is surrendered to the company for 
cancellation and for making his name appear in the Members' 
Register as a Member. The Auditor will examine whether 
the provisions of sections 114 and 115 have been duly complied 
with when a Share Warrant is issued or, after issue, when it 
is cancelled. 

Conversion of Shares into Stock, According to sec. 96 
of the Companies Act, where a Company having a Share Capital 
has converted any of its Shares into Stock and given notice 
of such conversion to the Registrar within one month after 
doing so (in accordance with Sec. 95), all the provisions of the 
Companies Act which are applicable to Shares only pjiall cease 
to apply of the Share Capital converted into Stock. The 
difference between Stock and Shares shall be as follows : — 
(a) Stock must be fully paid-up but Shares may bo partly 
paid up ; (b) Stock is issued or transferred in fractional parts, 
if desired, whereas Shares cannot be issued or transferred in 
fractions. For example, one thousand Equity Shares of Rs. 10 
each with distinctive nos. 2001-3000 may be converted into 
Stock numbering 5 on the requisition of the holder of the 
above Shares or on an Ordin" y Resolution having been passed 
at the Annual General Meeting, converting Shares into Stock. 
If the holder of Stock no. 5 now so desires, he may part with 
any fraction of his possession. 

Transfer of Shares. Under sec. 108 of the Companies 
Act. the transfer of Shares of a Company has to be registered. 
An Instrument, known as Transfer Deed, must be presented in 
prescribed form before the Registered Office of the Company, 
duly stamped and signed (in the pres<.\«.e of witness) by the 
transferor and the transferee. The clauses regarding transfer in 
the Articles of Association or in Table ‘A’ (Rules concerning 
the incemal management of a company limited by Shares in 
the absence of the Articles, framing an Appendix to the 
Companies Act) are to be examined by the Auditors. The 
signature should be verified from the original application of 
the transferor if he is the original shareholder, otherwise from 
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the Transfer Deed. The Directors’ Resolution on the transfer 
should be examined and the change in the Share Ledger in 
connection with the transfer cancelling the name of the transfer- 
or and entering the name of the transferee should also be seen. 
It should be noted that whenever a Transfer Deed is registered, 
the Company must give Notice of Transfer to the Transferor 
and wait for at least a fortnight to see whether he has got 
any Objections prior to the execution of the transfer. 

Blank Transfer. To obtain advances from the Bank, or 
sell Shares at the Stock Exchange, Blank Transfers are often 
taken resort to. By Blank Transfer is meant that the 
Transfer Deed is signed by the transferor or seller of the 
Shares only while the name of the buyer or transferee and the 
date of the Execution are kept blank. Share Certificates are 
to be enclosed to the Transfer Deed, so that in the event of 
the non-payment of the advance by the Transferor, the Bank 
has a right to put its name as bu\ ei on the Transfer Dged and 
sell the Shares to recoup the advance. Tn the case of Stock 
Exchange transactions relating to Blank Transfers, Shares may 
pass from hand to hand till a Holder in Due Course, if he so 
desires, will put his name on the Transfer Deed and register 
his name with the Company rt s Shareholder to participate in 
future dividends. 

Transmission of Shares. When a shareholder dies, his 
legal representatives or beneficiaries become entitled to the 
ownership of the Shares. The process of change of this owner- 
ship is known as Transmission of Shares (vide Articles 25-28 
of Table A). Where the deceased member was a joint holder, 
the survivor or the survivors shall be recognised as heir to the 
Interest in the Shares, the Controller of Estate Duty being 
notified of that. On the death of a shareholder when an 
application for change of Ownership of Shares is submitted 
by the Executor to insert the name of the beneficiary in place 
of tho deceased shareholder, the Auditor should see the Letter 
of Probate* and Succession Certificate in order to verify the 
name of the beneficiary. The provisions of the Articles, the 


1 Official proving of Will. 
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Directors’ Resolution, Share Register and Register of Probates 
should also be seen in this connection. The Share Certificates 
must also be endorsed accordingly with the common seal of the 
Company. Any person becoming entitled to a Share in conse- 
quence of the death or insolvency of a Member may elect (i) to 
be registered himself as holder of the Share ; or (ii) to make 
such transfer of the-Share as the deceased or insolvent Member 
could have made. In the latter case, the Auditor will go 
through the procedure of Share Transfer Audit. The Articles 
may provide for the payment of fees for registration of a 
transmission. And, in that case, the Auditor will check the 
realisation of fees. 

Reduction o£ Share Capital. Under sec. 1(V) of the 
Companies Act, a Company, limited by Shares, may, if so 
authorised by its Articles, reduce its Share capital by a Special 
Resolution, subject to confirmation by the Court in the following 
manner : (a) by extinguishing or reducing the liability on any 
kind of its Shares in respect cf Share Capital not paid up — 
for instance, if Rs. 3 is still not called up on a ten-rupee Share, 
this uncalled amount may be extinguished totally or reduced 
to, say. Re. 1 ; (b) by cancelling any paid-up Share Capital 
which is lost or is unrep esented by available assets — for 
example, when there is a huge debit balance of Profit and Loss 
Account, it may be wip«d off by red cing the Nominal as well 
as the Paid-up value of Equity Shares, say, from Rs. 10 to 
Rs. 5 each ; (c) by paying off any paid up Share Capital which 
is in excess of the requirements of the Company — for example, 
if the total amount of Equity Share Capital is Rs. 1,50,000 
which is considered by the Directors to be fifty per cent, in 
excess of the requirements of the Comuany, a sum of Rs. 50, 0007- 
may be paid off to the shareholders by debiting Share Capital 
Account and crediting Bank. Whenever any Reduction of 
Capital takes place, the Auditor should see the following : 
sanction of the Court, Directors' Resolution recommending the 
Reduction Scheme and Shareholders’ Special Resolution approv- 
ing the Reduction, authority in the Articles, changing of the 
Memorandum (Capital clause) and the mention of the words 
‘and reduced’ in the body of the Company’s name if so ordered 
by the Court till the expiry of a specified period. 
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Miscellaneous Changes in the Share Capital Structure. A 
Company, limited by Shares, if so authorised by its Articles 
of Association, may change the conditions of its Memorandum 
without the Court's sanction in the following manner : 

(a) Increasing the Share Capital by the issue of new 
Shares ; 

(b) Consolidation of its Share Capital by converting 
Shares of small denominations into those of high 
denominations ; 

(c) Conversion of paid-up Shares into Stocks and re- 
conversion of such Stock into paid-up Shares. 

Interest Payable out of Capital During Construction. 

Under sec. 208 of the Companies Act, where any Shares in a 
Company {ire issued for the purpose of raising money to meet the 
expenses of the construction of any Project or Plant, interest 
may be allowed to be paid out of Capital on fulfilment of the 
following conditions : — 

(i) The Articles should have sanction for such interest 
payment, or Special Resolution should be passed at 
the shareholders’ meeting sanctioning the payment. 

(ii) The Central Government should give consent to the 
interest payment. 

(iii) The rate of interest shall in no case exceed 4 per 
cent, per annum or such other rate as the Central 
Government may direct. 

(iv) The payment of interest shall be made only for a 
period which shall in no case extend beyond the close 
of the half-year next after the half-year during which 
the work has been actually completed or the Plant 
provided. For example, if the construction work is 
completed some time during the half-year ended 31st 
December 1960 , interest will be paid up to a date 
not beyond 30th June 1961. 
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DEBENTURE AUDIT 

Meaning and Scope of a Company Debenture. A Deben- 
ture is an instrument issued by a Company in acknowledgement of 
its debt to the holder. Interest at a fixed rate is to he paid 
by the Company for the loan raised through the issue of a 
Debenture. The rate of interest and other terms of issue and 
redemption of this Loan are embodied in the instrument. 
Debentures do not carry voting rights at any meeting of the 
Company. 

Different Classes of Debenture. Debentures may be 
Mortgage Debentures, as opposed to Simple (or Naked ) 
Debt ntures. The latter has no charge on any property of the 
Company for its failure to comply with the terms of the 
instrument. The holder of a Mortgage Debenture, on the other 
hand, will attach the property mortgaged behind the issue of 
the instrument in case the Company fails to fulfil its obligations. 
Mortgage Debentures may again be of two types : (i) Fisted 
Mortage Debentures (or Mortgage Debentures with a Fixed 
charge on the Company’s Asset mortgaged) ; and (ii) Floating 
Mortgage Debentures (or Mortgage Debentures with a Floating 
charge on the Company’s Propel cy) . In the case of the former, 
prior consent of the lending person has to be obtained before 
any material change or alteration can ne made on the Asset. 
The holder of a Floating Mortgage Debenture will not, however, 
have any say in similar circumstances. According to sec. 120 
of the Companies Act, Debentures may be issued with a 
condition to make it Redeemable on the expiry of a certain period 
or Irredeemable . The holders of Irredeemable Debentures, also 
known as Perpetual Debentures, are to wait until liquidation 
of the Company for getting back the money lent. Those that 
hold Redeemable Debentures will, on the other hand, be repaid 
by the Company on a stipulated date as stated in the body of 
the Debenture. To provide for the Redemption, a Fund styled 
as Debenture Redemption Fund will be created through the 
Annual Appropriation of Profits, and after redemption, the 
credit balance of this Fund Account will be transferred to 
General Reserve. The money set apart from the Profits should 
be invested in Gilt-edged Securities, and when it is time iwc 
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Redemption, the Securities would be disposed of, and the sale 
proceeds utilised in paying off the Debenture holders. A 
distinction may be observed between Registered Debentures and 
Bearer Debentures. The names of the holders of Registered 
Debentures will appear in the Book (Debenture Register) of 
the Company, whereas the names of those that hold Bearer 
Debentures are not registered in the Boc^ks of the Company. 
Bearer Debentures may be transferred from one owner to 
another by mere delivery (no endorsement is necessary). 
Registered Debentures, on the other hand, are not transferable 
by mere delivery. The transferor has to surrender his 
instrument to the Company and a Transfer Deed is to be 
executed as in the case of Share Transfer, if the transfer of a 
Registered Debenture is desired. 

Debentures Issued as Collateral Security for a Loan. When 
a Loan or Overdraft is taken from a Bank, some Securities are 
to be lodged. If additional Securities are wanted, Debentures 
may then be issued by the borrowing Limited Company to the 
Bank for the purpose. Such Debentures are known as 
Debentures issued as Collateral Security. 

Auditor’s Duty as to Debentures. The Auditor’s first task 
in respect of Debenture Audit is to see whether the Articles of 
Association gives the Company borrowing power for issuing 
Debentures. On the issue of Debentures the full particulars of 
the instrument including the total amount of issue, the nature 
of interest payment and all the terms and conditions of issue 
and redemption have to be drawn up with the assistance of a 
lawyer or a Solicitor on a Document and this is to be duly 
registered at the appointed office of Registration. This document, 
called Debenture Trust Deed, must be presented before the 
Auditor for his examination. The procedure for checking issue, 
transfer and other matters of Debentures will be similar to 
Share Capital Audit. Certain special points are, however, to 
be noted as indicated below : 

(i) Where Mortgage Debentures are in issue, the 
Register of Charges should be inspected ; 

(ii) Where the Company has re-issued the same Deben- 
tures as were redeemed, the Auditor should inquire 
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whether the Company has power to re-issue Redeemed 
Debentures under sec. 121 of the Companies Act ; 

(iii) Where Debentures have been redeemed, the Auditor 
will check up each case of redemption by asking for 
the returned Debenture Bonds and the Receipts from 
parties to whom moneys were paid on repayment of 
the debt ; 

(iv) Where Debentures are in issue as Collateral Security 
for a Loan, the Auditor should examine the contract 
with the lender and the Board Resolution on the 
Debentures being: thus issued. Besides, he should 
see that the Balance Sheet makes a mention of the 
issue as a note against the particular Loan to provide 
for whose additional Security the Debentures have 
been so issued and that the issue of these Debentures 
has been recorded in the Register of Debenture- 
holders distinctly and separately from the issue of 
ordinary Debentures. 

THE STATUTORY AUDIT 

According to sec. 165 of the Companies Act, every Public 
Company having a Share Capital shall, within a period of not 
less than one month nor more than six mlonths from the date 
the Company is entitled to commence business, hold a General 
Meeting of the Members of the Company. This meeting is 
called the Statutory Meeting. The Board of Directors shall at 
least 21 days before the meeting forward a report called 
Statutory Report to every Member of the Company. The 
Statutory Report shall contain the following : — 

(i) Total number of Shares allotted distinguishing 
Shares allotted as fully or partly paid up for 
considerations other than Cash from Shares issued 
in lieu of Cash. 

(ii) The total amount of Cash received by the Company 
in respect of all shares allotted. 

(iii) An abstract of Receipts and Payments of the 
Company up to a date within seven days of the date 
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of the Report. The receipts of the Company from 
Shares and Debentures are to be shown separately 
from the receipts from other sources. Also will be 
given in the body of the Report an account or estimate 
of the Preliminary Expenses* of the Company, 
showing separately any Commission or Discount paid 
or to be paid on the issue or sale of Shares or 
Debentures. 

(iv) The names, addresses and occupations of the 
Directors, Auditors, Managing Agent, Secretaries & 
Treasurers, Manager and Secretary of the Company. 

(v) The particulars of any contract ( with vendors from 
whom business Assets may have been purchased by 
the Company or with underwriters who extend the 
guarantee of selling a stipulated amount of shares 
or with persons like the Directors, the Managing 
Agent, etc.) which is to be submitted to the meeting 
for its approval. If any contract has been modified 
or is proposed to be modified, the particulars of the 
modification or proposed modification should be given 
in this clause of the Statutory Report. 

( vi ) The arrears, if any, due on calls from the Directors, 
the Mg. Agent, the Secretaries and Treasurers and 
etc. 

(vii't The extent, if any, to which Underwriting Contract 
has not been carried out and the reasons thereof. 

(viii) The particulars of any Commission or Brokerage, 
paid or to be paid in connection with the issue or 
sale of Shares or Debentures to any of the persons 
on management as described earlier. 

* Preliminary Expenses mean expenses incurred at the stage of Company 
formation. The cost of printing and issuing documents like the Memorandum, 
the Article? and the Prospectus and Letters of Application, Letters of Allot- 
ment and Letters of Call constitute the Preliminary Expenses of a Company. 
Preliminary Expenses would also incl.ide Registration fee payable by the 
Company and various legal charges to he paid at the initial stage of company 
floatation. 
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The Statutory Report shall be certified as correct by not 
less than two Directors of the Company one of whom should 
be a Mg. Director, if any. The Auditor will certify the 
Statutory Report as correct so far as these matters only are 
concerned : 

(a) the Shares allotted by the Company ; 

(b) the Cash received in respect of the Shares allotted ; 
and 

(c) the Receipts and Payments of the Company on 
Capital Account 

And in this respect the Auditor will go through stages as 
discussed under Share Capital Audit and other earlier sections 
of this chapter. The Auditor is further to see that all the 
requirements of the Companies Act relating to Statutory Meeting 
have been duly complied with. For instance, a copy of the 
Statutory Report was duly sent to the Registrar of Companies 
and to every Member of the Company along with due Notice. 
It has to be noted that the Statutory Meeting is not to be held 
by a Private Limited Company. 


CERTAIN SECTIONS OF THE COMPANIES ACT 1956, 

AS AMENDED SUBSEQUENTLY, WHICH ARE OF 
PARTICULAR IMPORTANCE FOR THE AUDITOR 

Mode of forming an Incorporated Company. Under sec. 12 
any seven or more persons associated for any lawful purpose 
may, by subscribing their names to a Memorandum of 
Association, and complying with the requirements of the 
Companies Act in respect of registration, form a Public Limited 
Company. In the case of a Private Limited Company two or 
more persons will be required to constitute it. Sections 33 and 
34 say that a Certificate of Incorporation would be issued by 
the Registrar of Companies when the Memorandum and the 
Articles of a Company (accompanied by other documents* as 

* The following further documents should al«o accompany the Mem<H 
randum and the Articles when Registration is applied for : 

(i) the Managing Agency Agreement or Agreement with Secretaries 
and Treasurers, if any ; 
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prescribed under the Companies Act) have been registered and 
when the Registrar is satisfied that all the requirements of the 
Companies Act in respect of registration have been duly 
complied with. 

Authentication of Documents and Proceedings. Under 
section 54 Documents or Proceedings requiring authentication 
by a Company may be signed by a Director, thd Mg. Agent, the 
Secretaries & Treasurers, the Manager, the Secretary or some 
other authorised officer of the Company, and need not be under 
its common seal. 

Issue of Prospectus by a Public Limited Company. 
Sections 55-68 of the Companies Act deal with the question of 
Prospectus. All Public Limited Companies are to issue a 
Prospectus or a Statement in lieu of Prospectus thereby inviting 
the public to invest their money in the Company’. 5 - Shares or 
Debentures. Prospectus is thus an invitation for buying 
Securities of the issuing company. This documenl, to ho 
printed in booklet form and also to be published in the leading 
newspapers, will contain all such information as are ordinarily 
inquired about by a prospective ; nvestor The Companies Act 
prescribes severe penalties for any wrong or misleading state- 
ment in the Prospectus of a Company. And the punishment will 
be inflicted on those that are responsible for the drafting and 
publication of the document. Before the Prospectus is issued, 
a copy thereof must be delivered to the Registrar of Companies 
for registration, signed by every person who is named therein 
as a Director, or proposed Director, of the Company. No 

(it) a declaration from an Advocate, a Chartered Accountant, or a person 
holding a Managerial position in the company that the requirements 
of the Act in regard to Registration ha\e befn duly complied 
•with ; 

(iii) a li«t of the persons who have agreed to act as Direct ois of the 
Companv (this is required only for Public Companies Lmited by 
Sharcsl ; 

(iv) intimation of address of Registered Office (Notice of the situation 
of the Regd. Office, and of every change t hr rein, 'hall be given 
within 28 days after the date of Incorporation of the Companv «r 
after the date of the change, as the case may be, to the Registrar 
who shall record the same). 
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Allotment of Shares will be permissible of a Company, if the 
minimum number of Shares required to cover the Minimum. 
Subscription as mentioned in the Prospectus have not been 
applied for. If, for instance, Rs. 10,000 be the amount of 
Minimum subscription stated in the Prospectus, and if the 
Shares are all of Rs. 10 each, at least 1,000 shares should have 
been applied for to cover the minimum subscription. The 
amount would be so fixed that without this minimum money 
the Company must not proceed to business. A period of 120 
days from the date of issuing the Prospectus is allowed for 
collecting the Minimum Subscription. In case Minimum 
Subscription is not raised, the moneys already obtained by the 
Company will be returned to the Share Applicants together with 
a letter of regret. A Company may choose to issue a Statement 
in lint, of Prospectus by filling in the form prescribed under the 
Companies Act, instead of taking the trouble of drawing up a 
Prospectus of its own. 

» 

Limitation of time for issue of Share Certificates. Under 
Sec. 113 every Company, within three months after the allotment 
of its Shares or Debentures, must have Ihe Certificates of all 
Shares, the Debentures, and the Certificates of all Debenture 
Stock allotted or transferred, ready for delivery. 

Restrictions on Commencement of business. According to 
sec. 149 where a Public Limited Company has issued a Pros- 
pectus inviting the public to subscribe for its Shares, such 
Company shall not commence business, or exercise any 
borrowing powers, unless the following conditions are fulfilled : 
(a) Shares have been allotted for an amount not less than the 
Minimum Subscription ; (b) every Director of the Company 
has paid in full on each of the shares taken by 
him the amounts as payable on Application and Allotment ; 
and (c) there has been filed with the Registrar of 
Companies a duly verified declaration by one of the Directors 
or the Secretary in the prescribed form that the above conditions 
have been fulfilled. 

Annual Return. Under sec. 159, every Company having 
a Share Capital shall, within 42 days from the date of the 
Annual General Meeting, prepare and file with the Registrar 
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of Companies a Return called the Arunwal Return containing the 
following particulars : — 

(a) Address of the Company’s Registered Office. 

(b) The names and other particulars of the shareholders, 
past and present, as per Members’ Register. 

(c) The names and other particulars of the Debenture 
holders, past and present, as per Debentureholders’ 
Register. 

(d) An account of the Shares and Debentures issued by 
the Company. 

fe) Nature of the Company’s indebtedness to different 
parties. 

(f) Names and other particulars of Directors, Managing 
Directors, Managing Agents, Secretaries & Treasurers 
and Managers, past and present. 

Annual General Meeting. According to sec. 166 every 
company shall hold its Annual General Meeting in the following 
manner : — 

(a) The first Annual General Meeting will be held within 
18 months of the Company’s incorporation. 

(bl The next and subsequent Annual General Meetings 
will be held within six months after the expiry' of 
the financial year* chosen by the Company. 

(c) The interval between the date of one Annual General 
Meeting and that of the next should not be one of 
more than 15 months. 

(d) The meeting is to be called by sending not less than 
21 days’ Notice in writing (a shorter Notice may 
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be allowed if there is consent of 95 to 100 per cent, 
of the Members entitled to vote) and the Directors' 
Report accompanied by the Audited Accounts to 
every member and to the Registrar of companies. 

(e) The Meeting will usually transact the following 
pieces of business : (i) adopting the Directors’ 
Report together with the Annual Accounts ; (ii) 
electing Directors and appointing the Auditor ; (iii) 
making Appropriations of profits and declaring 
Dividends, if any ; and (iv) doing any other business 
of ordinary importance. 

(g) According to sec. 168, if default is made in holding 
the Annual General Meeting in any year in time, 
the Company, and every Officer of the Company who 
is in default, shall be punishable with fine as 
prescribed by law. 

Resolutions. Sections 188-192 deal with the question of 
Resolutions to be passed at the meetings of a Company. A 
resolution means a proposal, put before a meeting in the form 
of ‘Motion’, duly carried. There may be three types of 
Resolutions : (i) Ordinary Resolution, (ii) Special Resolution 
and (iii) Resolution requiring Special Notice. An Ordinary 
Resolution, to be passed by a simple majority vote, will be 
required for matters of ordinary importance, such as passing 
the Annual Accounts, declaring Dividends, electing Directors, 
etc. A Special Resolution will be necessary for matters like 
amending the Memorandum and the Articles, making the 
Company voluntarily wound up, reducing the Share Capital, etc. 
Under Sec. 189, the following are the requirements for a Special 
Resolution : 

(a) in the Notice for General Meetings, it should be 
mentioned that the Company intends to propose a 
certain resolution as ‘Special Resolution’ ; and 

(b) the resolution has to be passed at the Company 
meeting by three-fourth majority vote. 

The cases for ‘Resolution requiring Special Notice’ are : 
the removal of a Director, the appointment of a Director who 
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has crossed the age limit 65, the appointment of an Auditor 
other than the retiring Auditor, etc. Special Notice is to be 
served on the Company at least 14 days before the Meeting and 
the Company should give to its Members notice of such 
resolution forthwith. 

Managerial Remuneration. According to sec. 198, in the 
case of a Public Limited Company or a Private Company which 
is Subsidiary of a Public Company, the total remuneration 
payable to the Directors together with the Managing Director 
(or the Managing Agent or the Secretaries and Treasurers or 
the Manager) shall not exceed 11(2 of the Net Profits of the 
Company. The fees payable to Directors are not to be included 
in this eleven per cent., but charged against the Gross Profits. 
The perquisites (i.e, the casual emoluments sanctioned for 
somebody in Management over and above his normal remunera- 
tion) payable to persons at Management level will be calculated 
as part of Managerial Remuneration. The Net Profits, for 
the determination of Managerial Remuneration, must be 

( omputed in accordance with sections 349, 350 and 351 discussed 
later, and after due provision for Depreciation as per tile 
requirements of sec. 205. According to sec. 199, where any com- 
mission or other remuneration payable to any officer of 

a Company is fixed at a percentage of the Net Profits, 
such profits shall also be calculated on the basis of 

the sections quoted above According to sec. 200, no 

Company shall pay to any officer or employee of the 
concern any tax-free remuneration. Where the profits are 
nil or insufficient a Company may pay to the Directors and other 
Managerial staff, if any, by way of minimum remuneration, a 
‘-urn not exceeding Rs. 50,000 per annum subject to the sanction 
of the Articles. 

Manner and time of Dividend payment. A Company, 
subject to sanction of the Articles, miay pay dividends, only in 
proportion to the amount paid upon each share. Sections 205-207 
deal with (he question of Dividend payment. The regulations are 
that there would be no declaration or payment of Dividend except 
out of the Profits of the Company. And the Profits would be 
arrived at after due provision for Depreciation. Even where 
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profits are nil or inadequate, Dividend payment can be arranged 
if moneys are provided, by the Central or a State Government, 
for the payment of the Dividend, in pursuance of a guarantee 
given by such Government. Dividend shall be paid only to 
Registered shareholders or to their authorised persons or to their 
Bankers ; where a Share Warrant (discussed earlier under 
‘Share Capital Audit’) has been issued, Dividend may be paid 
to the bearer of such warrant or to his Bankers. In the absence 
of there being valid reasons as stated in the Act for Dividend 
payment being withheld, those in the Management will be liable 
to punishment if there is failure to distribute Dividends within 
42 days- of the Dividend declaration. Before Dividends would 
be paid, taxes must be deducted at source. 

Accounts of a Company. Sections 209-223 deal with Books 
of Accounts to be kept by a Company and regulations pertaining 
to Annual Accounts and Balance Sheet. It has been prescribed 
that proper Books of Accounts, recording (i) details of moneys 
received and spent, (ii) particulars of all sales and purchases, 
and (iii) the Assets and Liabilities of the Company, shall be 
duly maintained. Every Balance Sheet of a Company shall give 
a true and fair view of the state of affairs of the Company as 
at the end of the Financial year and shall bo drawn up in the 
Statutory form as shown in the form of appendage to this book. 
Every Profit and Loss Account (or Income & Expenditure 
Account) of a Company shall rc zeal the true trading results for 
the financial year in the form prescribed under the Companies 
Act. In the Final Accounts there should be columns for figures 
for the previous year so that, the trading position of the current 
year may be compared with that of the previous year. The 
Company Balance Sheet will show the Assets and Liabilities 
under proper Headings in order that anybody casting a glance 
over the Balance Sheet may quickly have an idea about the exact 
trading position of the concern. The Balance Sheet of a 
Holding Company will be published with the following 
particulars of its subsidiaries : — 

(a) a copy of the Balance Sheet of the Subsidiary ; 

(b) a copy of its Profit & Loss Account ; 

(c) a copy of the Report of its Board of Directors ; 
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(d) a copy of the Report of its Auditor ; 

(e) a Statement of the Holding Company's interests in 
the Subsidiary ; 

(f ) a Statement of changes introduced to the Subsidiary’s 
Fixed Assets and Investments and money lent or 
borrowed not for meeting current liabilities (this 
statement will be required, only where the Financial 
Year of the Subsidiary Company is not the same as 
that of the Holding Company). 

Under proper groupings will appear the Assets and 
Liabilities where Accounts are compiled in a consolidated form. 
The Auditor is to pay particular care and attention to transac- 
tions between the Parent Company and its subsidiaries. Inter- 
company investments and one’s indebtedness to another ought 
to come under his special scrutiny. 

In all cases the Profit & Loss Account shall be annexed to 
the Balance Sheet and the Auditor’s Report must accompany 
that. To every Balance Sheet, laid before a Company in 
General Meeting, will be attached a report by its Board of 
Directors embracing the following matters : (i) the state of the 
Company’s affairs, (ii) the amounls, if any, proposed to be 
carried to any Reserves and (iii) the amount recommended for 
Dividend payment. There shall be filed with the Registrar of 
Companies three duly signed copies of the Balance Sheet and 
the Profit & Loss Account together with three copies of all 
Documents which are required under the Companies Act to be 
annexed or attached to such Balance Sheet or Profit and Loss 
Account. For a Banking Company, according to the form as 
given in the Banking Companies Act 1949 and for an Insurance 
Company, in keeping with Ihe form shown in the Insurance 
Act 1938, the Balance Sheet and Profit & Loss Account of these 
companies are to be prepared. 

Audit Sections 224-233A deal with the question of Audit 
and the Auditors, and this portion of the Companies Act has 
been given as Appendix to this Book. The contents of these 
sections have earlier been discussed in the chapter entitled ‘The 
Auditor of a Limitd Company’ (Chapter XII). 
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Branch Accounts. Section 228 deserves particular mention. 
Under this section, where a Company has Branch Office, the 
Accounts of that Office shall be audited by the Company’s 
Auditor according' to sec. 224 or by a person qualified for appoint- 
ment as Auditor of the Company under sec. 226, that is, by a 
Chartered Accountant of India, holding a Licence of Practice. 
If the Branch Office is outside India, the Accounts shall be audited 
by a qualified Auditor of that place. 

Employees’ Securities and Provident Funds. According to 
see. 417, all moneys or Securities deposited with a Company by 
its Employees in accordance with their Service Contracts shall 
be kept in a Post Office Saving Bank Account or in a Special 
Account to be opened by the Company in a Scheduled Bank or 
State Bank and shall not be utilised by the Company. Under 
.sec. 418, where a Provident Fund has been constituted by a 
Company for its Employees, all moneys contributed to such* Fund 
by the Employees and the Company, or accruing by way of 
Interest to such Fund, shall be either deposited in a Post Office 
Savings Bank Account or in a Special Account to be opened by 
the Company in a Scheduled Bank or State Bank or invested in 
Securities approved by the Government. 

Foreign Companies. Under Sec. 594, every foreign 
Company doing business in India must make out a Balance 
Sheet and Profit and Loss Accoi at in the same manner as 
prescribed under the Companies Act and deliver three copies of 
those Documents to the Registrar. Und< r sec. 595, the Pros- 
pectus of such Companies inviling subscriptions in India for 
their Shares or Debentures must state the country in which the 
Company is incorporated. 

Application o£ the Companies Act to Companies governed 
by Special Acts. According to sec. 616, the provisions of the 
Companies Act shall apply : 

(a) to Insurance Companies if they do not run contrary 
to the provisions of the Insurance Act 1938 ; 

(b) to Banking Companies if they are not inconsistent 
with the provisions of the Banking Companies 
Act 1949 ; 
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(c) to the Electricity Companies if they are not inconsis- 
tent with the provisions of the Electricity Supply Act 
1948 ; and 

(d) to any other Statutory Company if they are not 
inconsistent with the provisions of the Special Act 
under which the Company is formed. 

Government Company. According to sec. 617, where 51% 
or more of the Paid-up Share Capita! of a Company are held by 
the Central Government or any of the State Governments, such 
Company shall be known as Government Company. According 
to sec. 618, a Government Company has no permission for 
appointing any Managing Agent. All the Subsidiaries of a 
Government Company are also to be regarded as Government 
Companies. According to sec. 619, the Auditor of a Government 
Company shall be appointed or reappointed by the Central 
Government on the advice of the Comptroller and Auditor- 
General of India who will direct the manner and programme of 
Audit. The Auditors shall submit a copy of the Report to the 
Comptroller and Auditor-General of India who shall have the 
right to comment, on the Audit Report. This Audit Report 
along with the comments made on it will be placed before the 
Annual General Meeting of the Government Company. 


SECTIONS ON COMPANY MANAGEMENT 

Different Managerial Persons. Sections 252-388 deal with 
the question of the management of a Joint Stock Company. 
Every Public Company, and every Private Company which is a 
Subsidiary of a Public Company, shall have at least three 
Directors. Other Private Companies shall appoint at least two 
Directors. Apart from the Board of Directors (often referred to 
as ‘Board’) a company may choose to appoint any one of the 
following to attend the day-to-day administration of the 
Company’s business : — 

(a) Managing Director or Wholetime Director 

(b) Managing Agent 

(c) Secretaries & Treasurers 

(d'l Manager. 
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A Director and the Manager must always be individuals. 
The Managing Agent may be an individual, a firm, or a Limited 
Company. The Secretaries and Treasurers will always be either 
a firm or a body corporate. 

Provisions relating to Directors. Subject to the contents of 
the Articles, the Subscribers (or signatories) to the Memorandum 
will act as the first Directors of the Company. Subsequent 
Directors will be appointed at the Company Annual General 
Meeting. The Managing Agent of a Company may nominate two 
of the Directors of the Company whore the total number of 
Directors exceeds 5 and where the total number of Directors is 
6 or less than 5, one Director may be nominated by the Managing 
Agent. For a Public Company having a Share Capital it is 
required that every Director will sipn and file with the Registrar 
a consent in writing to act as Director and will take, or will enter 
into a contract to take, Qualification Shares, if any, as fixed by 
the Articles. The Share qualification is to be acquired within 
two months of appointment as Director. The Nominal Value of 
the Qualification Shares shall not exceed Rs. 5,000/-. Where the 
Nominal Value of a Share is more than Rs. 5,000/-, Qualification 
Share shall be one in number. For the election of Directors, 
there must be a separate Resolution for each Director. Persons 
other than a retiring Director will be eligible for election if 
14 days' notice has been duly giv.»n. No person who has attained 
the age of G5 can continue as Director unless approved by the 
shareholder’s of the Company by a Resolution, of which Special 
Notice has been given. Not more than two months may pass 
between the last day of the month in which a Board Meeting is 
held and the date of the next meeting. A Director must pay the 
call money on the Shares held by him within six months of call 
and without the consent of the Board must no* absent himself 
from three consecutive Board Meetings or be absent for three 
months, whichever is longer. It it*, within the powers of the 
Board to make allotment of and calls on the Shares, to t issue 
Debentures and borrow money, to invest surplus funds of the 
company suitably and to look after other matters of internal 
management. In the case of Public Companies and their 
Subsidiaries two-thirds of the total number of Directors must 
retire by rotation under sec. 255. If the Directors were 
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appointed on the same date they should retire by lot. Under 
sec. 274, a person of unsound mind, an undischarged insolvent or 
a person convicted of any offence involving moral turpitude, or 
one that has not made payment of call money on Shares held even 
after six months from the date of call, cannot be appointed a 
Director. Under sec. 275, a person cannot be the Director of 
more than 20 Companies at a time. By Ordinary Resolution 
passed after the serving of Special Notice, a Director of a 
Company may be removed from his office, before the expiry of 
his term. Under sec. 291, the Board of Directors will be entitled 
to exercise all the powers of the Company other than those to 
be exercised at the shareholders’ meeting. Under sec. 293 the 
Board of Directors have no power to do the following without 
the consent of shareholders at the General Meeting : sell, lease 
or dispose of the whole or the major portion of the Assets of the 
Company ; give time for repayment of a debt due by a Director ; 
borrow in excess of the Paid-up Capital of the Company and 
the free Reserves ; invest sale proceeds of any property of the 
company otherwise than in Trust Securities ; appoint sole 
Selling Agents (in no case for more than 5 years at a time) ; 
or contribute to charitable or welfare fund an amount exceeding 
Rs. 25,000 or 5 r / r of last three years’ average Net profits, 
whichever is greater. Under sec. 295, without the consent of the 
Central Government, no company may grant any loan to or give 
any guarantee or provide any security in connection with a loan 
to the following : — (a) any Director of the Lending Company, 
(b) any Director of its Holding Company where the Lending 
Company is a Subsidiary, (c) any relative or partner of the 
Director of the Lending Company, (d) any firm in which such 
Director or his relative is a partner, (e) any Private Company 
in which the Director of the Lending Company is also a Director 
or a Member, (f) any Company 15 per cent, or more of whose 
voting power is controlled by the Director of the Lending 
Company, (g) any Company whose Board of Directors act in 
accordance with instructions from the Lending Company’s 
Directors. The restrictions regarding making loans will not 
apply for a Private Company, a Banking Company or where a 
Holding Company lends to its Subsidiary or where the Managing 
Agent, or the Secretaries and Treasurers will lend to a Company 
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under their Management. Loans if grantd to any Director of 
the Company under consent of the Central Government should 
he shown separately under ‘Loans and Advances’ on the face of 
the Balance Sheet. Under sec. 297, except with the consent of 
the Board of Directors, a Director of the Company shall not 
enter into any contract with the company for Ihe sale, purchase 
or supply of any goods, materials or services or for underwriting 
the company’s Shares or Debentures. Disclosure of any interest 
in any contract by a Director must be made at the first Board 
Meeting after the Director becomes interested. The above 
restriction does not apply to Private Companies. Under sec. 
314, except with the previous consent of the Company obtained 
by a Special Resolution no place or office of Profit shall be hold 
by a Director or by a firm or company in which such a Director 
is interested. 

T T nder sec. 309, the remuneration payable to the Directors 
of the Company shall be a« follows subject to the provisions of 
the Articles : — 

(i) If there are any Managing or wholetime Directors not 
more than 5 C A of the net profits for each such 
Director subject to a maximum of 10 ( o for all (no 
commission or remuneration to be received from any 
Subsidiary of the Company). 

(ii) Where there is any wholetime or Mg. Director, the 
olher Directors will be receiving not more than one 
per cent, of the Company's net profits and in the 
absence of there being any Mg. or wholetime 
Director, the other Directors are 1o receive by way of 
remuneration a sum not exceeding 3# of such profits. 

(iii) A Director who is either in the whole-time employment 
of the Company or is a Managing Director may be paid 
remuneration either by way of a monthly payment or 
at a specified percentage of the Net Profits of the 
Company or partly by one way and partly by the 
other. It must, however, be seen that the total 
payment of remuneration does not exceed five per cent. 
of the Net Profits for one such Director. The limit 
may be exceeded under special sanction from the 
Central Government. 
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Provisions relating to 'Managing Director'. The Directors 
of a Company usually have no time or capacity to give wholetdme 
service and as such, they, in many cases, choose a Managing or 
wholetime Director. No Company shall appoint any person as 
Managing Director if he is either the Managing Director or 
Manager of any other Company unless a unanimous Resolution 
has been passed for such appointment at the Board Meeting. 
This provision shall apply only for Public Companies and their 
Subsidiaries. Under sec. 317, no Company shall appoint any 
individual as its Mg. Director for a term exceeding 5 years at 
a time. Payments may be made by a Company, under sec. 318 
to its Mg. or wholetime Director or a Director holding the 
office of Management, by way of compensation for loss of office 
or retirement from office. 

Provisions relating to 'Managing Agent’. Under sec. 324, 
the Central Government may, by notification, declare that some 
classes of industry or business shall not appoint any Mg. Agent 
after August 15, 1960. Avoiding to sec 325, a Man-icing Agency 
Company will not be allowed to appoint a Mg. Agent for its own 
administration. For example, if ABC & Co. Ltd. is the Managing 
Agent of another Limited Company, there cannot be any appoint- 
ment of a Managing Agent for conducting the management of 
ABC & Co. Ltd. Under the same section, a Company which is the 
Subsidiary of a body corporate cannot be chosen for appointment 
as Managing Agent of any Limited Company. Under sec. 10 of 
the Banking Companies Act 1949, no Banking Company shall 
employ or be managed by a Managing Agent. According to sec. 
326, Appointment or Re-appointment of a Mg. Agent can only be 
made by the Company in General Meeting, subject to the approval 
of the Central Government. Under sec. 328, a Mg. Agent cannot 
be appointed for the first time for a period exceeding 15 years. 
Subsequent appointments should be made for a period not 
exceeding 10 vears at a time. Ro-appointment or appointment 
of a Mg. Agent for a fresh term will be irregular when the 
present Mg. Agency agreement has yet two years or more to 
run. Under section 329, the terns of a Mg. Agency agreement 
may be changed by an ordinary resolution of the shareholders, 
subject to the sanction of the Central Government. According" 
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to sec. 350, term of office of existing Mg. Agents will terminate 
on 15th August, 1960 unless before that there is reappointment 
for a fresh term, under approval from the Central Government. 
Under sec. 332, no Mg. Agency House may be the Mg. Agent of 
more than 10 Companies at a time. In calculating the number of 
companies to be under the same Mg. Agent the following should 
be excluded : (a) a private company, not being a Subsidiary or 
a Holding company of a public company ; (b) a company with 
unlimited liability ; and (c) a non-profit-earning company. 
Under sec. 334, the Mg. Agent of a Company will vacate office on 
the happening of the following events : — if an individual, on 
being adjudged an insolveni ; if a firm, on its Dissolution ; and 
if a Company on its winding up. Under see. 335, if a Receiver 
is appointed by the Court for the property of the Mg. Agent, the 
Mg. Agent will be considered to have been suspended from his 
office. Under sec. 337 a Company may, by Ordinary Resolution 
of Shareholders, remove its Mg. Agent for fraud or breach of 
trust and under sec. 338, a Company in General Meeting may by 
Special Resolution, remove its Mg. Agent for gross mismanage- 
ment or gross negligence. Under sec. 343, a transfer of his 
Office by the Managing Agent or any arrangement of that kind 
will be void, if there is no sanction both from the Company in 
General Meeting and from the Central Government. According 
to sec. 346 (1 ), approval from the Central Government has to be 
taken whenever anv change takes place in the constitution of 
the Managing Agency firm or corporation. Under sec. 348, a 
Company cannot pay, to its Mg. Agent by way of remuneration, 
any sum of money in excess of 10^ of the Net Profits of the 
Company for any financial year. Sections 349 and 350 relate to 
the determination of Net Profits for the purposes of Managerial 
Remuneration. For the computation of the Net Profits, profits 
or losses of Capital nature shall not be taken into account and the 
following items shall not be deducted from the Gross Profit : 

(i) Remuneration payable to Directors and the Mg. 

Agent ; 

(ii) Income Tax, Super Tax and other taxes cn Income ; 

(iii) Damages of any kind other than for Breach of 

Contract. 
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The following will be allowed to be deducted from the Gross 
Profit:— 

(a) Working Charges 

(b) Bonus or Commission to staff 

(c) Interest on Debentures, Mortgages, Charges, Loans 
and Advances 

fd) Repairs not of Capital nature 

(e) Normal Depreciation and not initial or additional 
Depreciation 

(f) Trading Losses arising after the commencement of 
the Companies Act 1966 

(gl Debts considered bad and written off 

(h) Contributions to political parties 

(i) Extra and Shift Allowances paid to labour. 

Under sec. 352, additional remuneration beyond 10% of thg 
Net Profits may be paid to the Mg. Agent, if sanctioned by the 
Company by Special Resolution and approved by the Central 
Government in the public interest.* Under sec. 354, a Mg. 
Agent is not entitled to any Office Allowance but to him the 
Company must pay back any actual expenditure incurred on 
behalf of the Company provided the same is sanctioned by the 
Board and by the Shareholders’ Meeting. Sections relating to 
Mg. Agent’s Remuneration do not apply to Private Companies 
that are not subsidiaries of Public Companies. Under sec. 356, 


* Subject to the maximum limits permissible tinder the Act. the following 
sliding scales of Commission on Net Profits, as notified by the Government 
of India, will apply : — 




Managing 

Secretaries 



Agents 

& 




Treasurers 

On the 1st Rs. 10 lakh* or 

fi action thereof 

.. 10 % 

7Vs% 

2nd Rs 10 lakhs 


.. 9 % 

6K% 

3rd R*. 10 lakhs 

„ 

.. 8 % 

6 % 

M 4th Rs. 10 lakh" 

*» 

.. 7 % 

5*4% 

„ 5th R$. 10 lakhs 

•1 

.. 6 % 

4Vj% 

„ next R$. 25 lakhs oi 

fraction thereof 

. . 5 

4%% 

„ Rs. 25 lakhs 


.. 5 % 

3%% 

On any sum over R$. 1 crore .. * 

.. 4 % 

3 % 
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a Mg. Agent or his Associate cannot be appointed as Selling 
Agent for the Company’s goods within India. For places outside 
India, however, there will be no bar in this respect, provided the 
Mg. Agent has already a place of business there. The remune- 
ration for such appointment is to be sanctioned by the Company 
by Special Resolution and the appointment can only be for 
5 years at a time. Under sec. 358, a Managing Agent or his 
Associate should not receive any payment as Buying Agent in 
respect of the purchases made by the Company in India. But 
purchases made outside India may be paid for, provided the 
Mg. Agent has got an office for its own purpose at the place 
of purchase. Such payment must be sanctioned by a Special 
Resolution and the appointment can be made only for 3 years 
at a time. Under sec. 360, a Managing Agent or his Associate 
may enter into a contract with the managed Company, for the 
sale, purchase or supply of any property or for the rendering 
of any service with consent of the Company by Special Resolution 
and approval of the Central Government. Contracts up to 
Rs. 5,000 in respect of property or services, in which the 
Company or the Managing Agent regularly trades are exempted. 
Under sec. 369, no Public Company or its subsidiary shall make 
any Loan or give any Guarantee or provide any Security in 
connection with the Loan to its Managing Agent or to the 
Associates of the Managing A„ent. Nothing contained in this 
section shall apply to any Credit given by the Company to its 
Managing Agent for the purpose of fa ’ilitating the Company’s 
business. Sec. 370 deals with Loans *o Companies under the 
same management. No Company shall make any Loan to, or 
give any Guarantee or provide any Security to, another Company 
under the same Management unless sanctioned by Special Resolu- 
tion of the lending Company. Section 372 deals with Inter- 
company Investments. A Company may invest moneys up to 
a specified limit in the Shares of another Company under the 
same management on the strength of unanimous Board Meeting 
Resolution. When such an investment goes beyond the 
allowable limit, Central Government's sanction and approval of 
the Shareholders’ Meeting will be required. The allowable 
limit of Inter-Company Investment referred to above will be 
as follows •: not more than 10% of the Subscribed Capital of 
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the Company in whose Shares the investment is made, but 
the total of investments in all the Companies in the same group 
should not exceed 20% of the Subscribed Capital of the 
investing company. This section further provides that the 
aggregate of the investments made in all other Companies 
within the same group and outside the group should not exceed 
30% of the Subscribed Capital of the investing Company. 
Such investments should be entered in a separate Register with 
details and every Company must annex to its Balance Sheet 
at each year end a list of such Investments with details. The 
above restrictions do not apply to the following ; (i) a Banking 
Company, (ii) an Insurance Company, (iii) a Private Company 
which is not a subsidiary to a Public Company, (iv) Holding 
Company making investments in its subsidiaries and (v) a 
Managing Agent making investments in a Company under his 
management. Under sec. 375, the Managing Agent of a 
Company shall nol engage on his own account in any business 
competing with the business of the managed Company, unless 
sanctioned by Special Resolution passed in General Meeting. 
The Auditor of the Company would do well to examine the 
terms of Managing Agency agreement thoroughly and carefully. 

Provisions relating to ‘Secretaries and Treasurers’. 

According to sec 878, a Company may appoint a firm or a body 
corporate as it? Secretaries and Treasurers provided it has 
no ‘Mg. Agent’ or ‘Mg. Director’ or ‘Manager’. The provisions 
of the Companies Act relating to Managing Agent will all apply 
in the case of Secretaries? and Treasurers excepting the 
following : — 

(i) Central Government, unlike the case of Managing 
Agent, will have no power to ban the appointment 
of Secretaries and Treasurers in any specified class 
of industry or business (sec. 880). 

(ii) Maximum Remuneration allowable for Secretaries 
and Treasurers is 7' l '> c n of the Net Profit of the 
Company to be calculated as under sections 349-351 
(sec. 381). 

(iii) Regulations pertaining to termination of office of 
the Managing Agents functioning before 15th August 
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1960 and the law relating to maximum number of 
Companies (10) under the same Managing Agent 
will not apply for Secretaries and Treasurers 
(sec. 380). 

(i ') The Secretaries and Treasurers cannot appoint any 
Director for the Company under management, as the 
Managing Agent can do (sec. 382). 

(v) Without the sanction of the Board of Directors, 
the Secretaries and Treasurers will have nc authority 
to sell goods oi- services produced by the Company 
under management or to purchase or acquire goods, 
materials, stores or machinery for its purpose 
(sec. 383). 

Provisions relating to the 'Manager' of a Company. 

Sections 384-388 deal with Manager to be appointed by a 
Company when there is no Managing Agent or Managing 
Director or Secretaries and Treasurers. Under sections 384 and 
385, a firm, or a body corporate, or an undischarged insolvent, 
or a person having suspended paym'ent to his creditor, or a 
person convicted by a court in India of moral turpitude, 
cannot be appointed 'Manager’ of a Company. Under sec. 386, 
a Company with the unanimous approval of the Board of 
Directors, may appoint a person as its Manager, if he is the 
Manager or Managing Director of not more than one other 
Company. If X is already the Manager or Managing Director 
of PQR Co. Ltd. and if now he has been proposed to be appointed 
the Manager of ABC Co., Ltd. all the Directors of ABC Co., Ltd. 
must agree to this appointment. Under sec. 387, the remunera- 
tion payable to the Manager of a Company cannot be more 
than 5% of the Net Profits of the Company to be calculated 
on the same basis as in the case of Managing Agents. For any 
payment beyond this limit, approval of the Central Government 
must be obtained. According to sec. 388, as in the case of a 
Managing Director, a Manager also cannot be in office for more 
than 5 years at a time. Rules regarding increase in remunera- 
tion and prohibition of assignment of Office are the same for 
the Manager and the Managing Director. 
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QUESTIONS ON CHAPTER XIII 

1. Tie Directors of a Limited Company governed by 
Table A proposed to the General Meeting a dividend at the rate 
of 7% per cent, per annum. 

The shareholders, being dissatisfied, carried an amendment, 
declaring a dividend at the rate of 10 per cent, per annum, and 
this was duly paid. 

If you are subsequently auditing the Accounts of this company, 
what should be your attitude ? (M. Com.) 

[If ini, 9 : As regards the payment of dividend, Ihe decision of 
the shareholders at the Annual General Meeting is 
final. The Directors can only recommend the payment 
of a dividend, blit it must be passed by a Resolution 
of shareholders at the Annual General Meeting. In 
this case, however, the Auditor would point out the 
irregularity in dividend declaration so far as the rate 
is concerned. He should draw the attention of the 
Directors to clause 85 of 'fable A which reads as 
follow-* : The Company in General Meetimj may deelare 
dirndends, but no dividends shall exceed the amount 
recommended by the Board . ] 

2. What legal documents of a <ompany should an Auditor 
examine prior to the commencement of the first Audit and to what 
points should his special attention be directed in the examination ? 

[Hints : The Auditor will examine the undemoted legal 
documents : — 

fa) The Memorandum of Association and the Articles 
of Association of the Company (sections 12, 13, 
11, 26, 29), 

(1>) The Prospectus of the company (sections 55-60) 
(for Public Limited Companies only). 

(c) The Contracts (sec. 46). 

(dl Sanction from the Controller of Capital Issues, 
Central Government, where necessary, regarding 
Authorised Capital. 

(e) Register of Investments held in company's own 
name (sec. 49). 

(f) Register of Charges and Copy of the Deed 
creating the Charges (sections 136 and 143). 

(g) Register and Index of Members (sections 150, 151 
and 163). 
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(h) Register and Index of Debenture holders (sections 
152 and 163 ). 

(i) Minute Books of Board Meeting's and Shareholders’ 
Meetings (sec. 193). 

(j) Books of Accounts (sec. 209). 


(k ) Register of Contracts, Companies and Firms in 
which the Directors of the company are interested 
(sec. 301). 

(l) Register of Directors, Managing Agents, Secre- 
taries and Treasurers, etc. (sec. 303) 

(m) Register of Directors’ shareholdings (sec 307). 

(n) Register of Contracts -with Managing Agents, 
Secretaries and Treasurers, etc. (sections 356, 360 
and 379). 

(o) Register of Tnter-company Loans (sec 370; 

(p) Register of Shares, etc , of oilier companies 
(see. 372). 

(q) Certified Copy of the Resolution parsed ai the 
Board Meeting or at the Shareholders’ Meeting, as 
required by law, in connexion with the Auditor*, 
appointment. 

In examining the above documents, the Auditor 

should direct his special attention to the following 


points : — 

(a) The Object and the Capital clauses in the 
Memorandum. In the Articles— the Classes of 
Shares and their Rights ; Application, Allotment 
and Calls of Shares , Forfeiture and Re-issue ot 
Shares ; l Tndcrwriting Commission and Brokerage 
on the subscription of Shan s ; Borrowing Power , 
Alteration of Capital ; Powers, Duties, Qualifica- 
tions and Remuneration of Directors and their 
number ; Powers, Duties and Remuneration at 
Managing or Wholetime Directors, if any ; Powei-. 
Duties and Remuneration of Managing Agents , 
Regulations as to Directors’ Meetings and Share- 
liolders’ Meetings ; Provisions regarding Accounts, 
Audit, Dividends, Reserves, etc. 

(b) The main Objects of the company with Names 
^ } Descriptions, Addresses and Occupations of 

Signatories to the Memorandum of Association an 
rtuT Articles of Association ; the Number and 
Classes of Shares ; Qualification Shares of 
Directors ; Remuneration of Directors ; Names, 
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Addresses and Occupations of Directors , Managing 
Director, Managing Agents, Secretaries and 
Treasurers and the Contracts entered into with 
them ; Lhe extent of Preliminary Expenses ; 
Amounts payable on Application, Allotment and 
Calls ; and Minimum Subscription, In case of a 
business purchase of a going concern, the Auditors* 
Report regarding the Profits and Losses of the 
Vendors for the preceding five years, dividends 
paid, statement of Assets and Liabilities of the 
Vendors on or about the date of transference of 
Ownership and the mode of settlement of Purchase 
Consideration, 

(c) Terms of Contracts with Underwriters, Vendors, 
Managing Agents, Secretaries and Treasurers, etc. 

(cl) The letter containing necessary sanction regarding 
the amount of Share Capital. 

(c) The value and other particulars of the Investments 
held by llie company. 

(f) Details of the property mortgaged and the namejp 
of parties entitled to the Charge. 

(g) Details of Members’ holdings with distinctive 
Share No. 

(h) Particulars of Debenture holders and their holdings. 

(i) The Resolutions, particularly on the appointment 
of Directors, Auditors and Hankers, approval of 
Allotments and Calls, adoption of Final Accounts 
and declaration of dividends. 

(j) The Rooks of Accounts opened by the company and 
the nature of record therein. 

(k) To what extent I lie Directors are interested and 
the nature of the interest. 

(l) Details of the names, addresses and the business 
acumen of the persons in ‘company management*. 

(in) Number of Shares and the amount paid on such 
Shares. 

(n) How appointed. Terms and conditions ; power 
and duties ; remuneration. 

(o) Names of companies under the same management 
and the amount of loans. 

(p) Details of the Shares bought, particularly the face 
value, the cost price and the market price. 
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(q) Verifying 1 the authenticity of the Resolution on 
Appointment by reference to Directors' Minute 
Book or Shareholders’ Minute Book, as the case 
may be.J 

3. How do you suggest a profit on redemption of Debentures 
to be treated when no Sinking Fund has been created ? 

(B. Com.) 

[Hints : Such profit is of Capital nature, and may be utilised in 
writing off losses in connexion with Debentures, or may 
be transferred to Capital Reserve.] 

4. A Limited Liability Manufacturing Company has made 

considerable additions to its workshop buildings. Sufficient cash 
not being available, additional funds required have been borrowed 
from the company’s Bankers, and interest has been paid on the 
loan. The Directors desire that the amount of interest paid 
during the period of construction should be charged to the Building 
Account, as it was an expense not incurred in the ordinary course 
of business. (B. Com.) 

[Hints. Interest paid on Loan from Bankers cannot be 
capitalised, and should be charged to Profit and Loss 
Account. Section 208 of the Companies Act 1950 
allows, during the period of construction of Works and 
Buildings, payment of interest on so much of that 
Capital as is actually paid-up and not on Loan.] 

5. fa) The Directors of a Limited Company have refused to 
produce before you the Minute Book. To what extent 
is Audit likely to be affected by such a refusal ? 

(b) How will you vouch the following ? — 

fi) Directors' fees and Directors' travelling expenses, 
(ii) Shares issued at a discount. 

(e) Briefly narrate the rights and duties of an Auditor 
under the Indian Companies Act, 195fi. 

(B. Com.) 

[ Hints : (a) The Auditor will not be in a position to know whether 
adequate Resolutions were passed at the Board Meeting 
for the adoption of Final Accounts and the amount of 
Proposed Dividend. Besides, he will be quite in the 
dark regarding matters like Allotment, Calls, Forfeiture 
and Re-issue of Shares, Appointment of Directors and 
Auditors, etc. 


12 
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(b) (i) By reference to the Articles, the Directors' 

Minute Book and the Directors* Receipts, 
Travelling Expenses incurred for business 
purposes by a member of the Board will be 
vouched. The Directors* fees for attending 
Meetings will be vouched by reference to the 
relevant provisions in the Articles and the 
Directors* Receipts. 

(ii) Shares issued at a discount should be vouched 
with the sanction from the Court, with Share- 
holders* Resolution passed at the Annual General 
Meeting and with Provisions of the Articles 
of Association. It must further be seen that 
each class of Shares was issued previously and 
that the rate of discount does not exceed 10% 
of the face value of the Shares. Issue of 
Shares at a discount can only be made at least 
one vear after the commencement of business 
of the company, and such issue must be 
completed within two months from the date of 
the Court’s Order. 

(c) Under sec. 227 of the Companies Act, every Auditor 

of a company shall have a right of access at all 
times to the Books and Accounts and Vouchers of 
the company and shall be entitled to oblain from 
the officers of the company such information and 
explanations as the Auditor may think necessary for 
the performance of his duties as Auditor. The 

Auditor shall make a Report to the Members of the 
eompanv on the Accounts examined by him and on 
every Balance Sheet and Profit and Loss Account 
and other attached Schedules. The Auditor’s Report 
shall state fa) whether he obtained all the 

information and explanations which, to the best of 
his knowledge and belief, were necessary for the 

purposes of his Audit ; (b) whether, in his opinion, 
proper Books of Accounts as required by law 

were kept by the company so far as appears from 
his examination of those books ; and fc) whether 
the company’s Balance Sheet and Profit and Loss 
Account exhibited a true and fair view of the state 
of affairs of the company and whether they 
were drawn up in agreement with the Books of 
Accounts.] 

6. In what circumstances may Interest be paid out of 
Capital to shareholders ? What are the conditions attached to 
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such payment and how would you satisfy yourself that the 
conditions have been complied with ? (B. Com.) 

[Hints : Under $eo. 208 of 1 1 1 « Companies Act, Interest may be 
paid out of Capital to shareholders, on so much of the 
Capital as is fully paid up. during the period of 
construction of Works and Buildings, or of installation 
of Plant and Machinery, 'which are not expected to be 
profitable for a long time. Payment would, however, 
be subject to the following conditions : — 

(a) Sanction from the Central Government is obtained, 
^b) There is provision in the Articles, or Special 
Resolution lias been passed at a General Meeting 
of the company. 

(c) Shares are fully paid up. 

(d) The rate of interest does not exceed four per cent, 
per annum, or the rate fixed by the Central 
Government. 

(e) The payment of such interest does not extend 
beyond the close of the half-year next after the 
half-year during which the works or the building 
has been actually completed, or the plant 
provided ] 

7. A Company Limited by Shares has a large amount of 

surplus cash in hand. The Board of Directors decide to utilise 
the surplus cash in purchasing some of their own Shares. They 
seek your instructions as to how they should proceed in the matter 
and what would be the effect of such purchase. (B. Com.) 

[Hints : Company’s cash cannot be utilised for the purchase of 
the company’s Shares. This action will be contrary to 
the interests of the existing shareholders, because this 
will reduce the company’s Working Capital. The 
surplus cash may be utilised for the purchase of 
Investments in Gilt-edged Securities. To buy 

company’s Shares out of company’s cash will also be 
contrary to law.] 

8. (a) What do you understand by the term Contingent 
Liability ? 

(b) Give four examples of Contingent Liabilities. 

(c) How is Contingent Liability dealt with in the Annua! 

Accounts of a Public Limited Company ? (B. Com.) 

[Hints : (a) Contingent Liabilities are those liabilities which may 
occur on the happening of some etfent. 
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(b) (i) Arrears of fixed Cumulative Dividends on 

Preference Shares . 

(ii) Pending law-suits or appeal^ for tax clearance. 

(iii) Uncalled liability on Shares partly paid. 

(iv) Estimated amount of Contracts remaining to be 
executed on Capital Account and not provided 
for. 

(c) If any of these liabilities has a fair chance of 
cropping up, adequate Reserve should be provided 
of the same. If not, Contingent Liability items are 
to be shown in the Balance Sheet as a foot-note, the 
figures not being extended to the amount column.] 

c > Stale briefly l he provisions of the Companies Act 195G 
regarding (a) Directors' Remuneration, (b) Remuneration 
payable to the Managing Agents, (e) Remuneration payable to the 
Secretaries and Treasurers (B. Com.) 

[Hints : fa) Sections 309 -311 deal will) Directors’ Remuneration. 

Remuneration to Directors shall be paid in the following 

manner - 

( 1 ) Ai pro\ided m the Articles or in the Resolution of 
Members, subject to provisions of the Companies 
Act. 

(ii) Tin* Directors’ Remuneration may be by way of 
monlhK payment or on the basis of a certain 
percentage on the Net Profits which shall be 
calculated and armed at in accordance with sections 
3 If) 331. The Remuneration for a Managing 
or Wholelimc Director shall not exceed 5 f ' of the 
Net Profits, where there is one such Director, and 
10°/ wdieie the number is more than one. And in 
the case of other Dire (tors the maximum rale per 
head will be 1%, where there are Wholetime or 
Managing Directors, or Managing Agents, or 
Secretaries and Treasurers, or Manager ; and 3% 
in all other eases. Remuneration payable to the 
Directors and other Managerial body or person shall 
not exceed 11% of the Net Profits (vide see. 198). 

(b) Sec I ions 318 — 355 deal with Managing Agent's 
Remuneration. The Agreement between the 
company and the Managing Agent will determine the 
Remuneration* subject to provisions of the Companies 
Art. The Remuneration shall not exceed 10% of 
the Net Profits as calculated under sections 



THE AUDIT OP A LIMITED COMPANY 


181 


349—351. The Managing Agent shall not be 
entitled to 'office allowance’, but shall be entitled to 
be reimbursed in respect of expenses incurred on 
behalf of the company. 

(c) Section 381 deals with the Remuneration payable to 
the Secretaries and Treasurers. A maximum of 
7 1 /2%' of the Net Profits as calculated under sections 
349 — 351 shall be paid to the Secretaries and 
Treasurers of a company. For sliding scales of 
Commission on Net Profits as prescribed by the 
Central Government vide "Text”. 

In the absence or inadequacy of profits in a 
particular year, an amount not exceeding Rs. 50,000 
a j ear may be given by way of remuneration for all 
of the persons in 'company management’. This 
would be subject to sanction from the Central 
Government,] 

10, fa) Mention six important matters to be included in the 
Prospectus of a Public Limited Company. 

00 What certificates, if any, from Lhe Auditors of the 
company are required to be included in such a Prospectus ? 

(B. Com.) 

{Hint* : (a) The following important matters must be included 

m the Prospectus of a Public Limited Company : — 

(i) Particulars of different classes of Shares to be issued 
indicating the amounts payable on Application, 
Allotment and Calls. 

(ii) Minimum Subscription to b* raised. 

(iii) Underwriting Commission and Brokerage. 

(iv) Preliminary Expenses. 

(\) Names, Addresses and Occupations of Directors, 
Promoters, and other important persons connected 
with the company, such as Bankers, Solicitors, &c. 

(vi) Directors’ Qualification Shar^ 

(b) Usually, no certificate from the Auditors would be 
required for being included in the Prospectus when 
company is formed. But in the case of purchase 
of a going business by a company from the vendors, 
an Auditor’s certificate will be necessary regarding 
Profits and Losses of the business for the last five 
years, and the Assets and Liabilities of the business 
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purchased. This certificate will be inserted in the 
Prospectus. In the case of subsequent issue of 
Shares by a company the Prospectus will contain a 
similar certificate from the Auditors of the 
company.] 

11. What are the provisions of the Companies Act 1956 in 
relation to (a) Keeping of Books of Accounts ; (b) Application 
of Premiums received on issue of Shares ? (B. Com.) 

[Hints : (a) Section 209 deals with the Keeping of Boohs of 
Accounts. Every company shall keep at its registered 
office proper Books of Accounts with respect to : (i) all 
sums of money received and expended by the company, 
and the matters in respect of which the receipt and 
expenditure lake place ; (ii) all sales and purchases of 
goods by the company ; and (iii) all of the Assets and 
Liabilities of the company. 

(b) Section 78 deals with the premium received on the 
issue of Shares. The amount oif the ‘premium’ 
shall bo transferred to Share Premium Account. 
This account may be utilised for the followiif^ 
purposes : — 

(i) Issuing Bonus Shares. 

(ii) Writing off Discount on the Issue of Shares or 
Debentures. 

(iii) Writing off Underwriting Commission, or Brokerage, 
or Other Expenses on any Issue of Shares or 
Debentures. 

(iv) Writing off Preliminary Expenses. 

(v) Providing for the Premium payable on the 
Redemption of any Redeemable Preference Shares 
or of any Debentures of the company.] 

12. In auditing the Accounts of a Public Limited Company 
you find : - 

(a) That unpaid calls are shown as a deduction from the 
Issued Capital but it is known that such unpaid calls 
are irrecoverable. 

(b) That the market value of the Investments is lower than 
the cost price at which they appear in the Balance 
Sheet. 

(c) That there is a suit pending before a Court in respect 
of goods supplied by a creditor. 
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In your opinion what steps should be taken by the company 
to deal with the above ? (B, Com.) 

[Hints : (a) Unpaid calls (aiso known as calis-in-arrear) must 
not be shown as a deduction from the 'Issued Capital’ 
but should be shown as a deduction from the 
‘Subscribed Capital’, pending forfeiture of the 
Shares. Where the unpaid calls have definitely 
been irreco\ arable, it should be the duty of the 
Directors to see that the Shares, on which the calls 
are unpaid, are duly forfeited m accordance with the 
provisions m the Articles. There is no implied 
power in the Act to forfeit Shares for non-paymen! 
of calls, but the Articles usually contain necessary 
power of forfeiture. In the absence of any Articles, 
such Shares are to be forfeited according to the 
provisions of Table A, afler serving proper Notice 
to the defaulting shareholder. 

(b) If the market value is much lower than the cost 
price, the desirability of creating an Investment 
Reserve, by appropriation of tlie profits, may be 
pointed out. Alternatively, a note should be given 
on the Balance Sheet against Investments, mentioning 
tlie current market value. 

(c) Liability on account of the goods supplied should 
be included in the Accounts together with the legal 
cost.] 

13 A company receives uqposits from shareholders and 
others as help towards the Working Capital. Tlie company has 
also lent some money to a rival company having some common 
Directors on the two Boards. In the Balance Sheet of the lending 
company, the amount of the "Deposits trom Shareholders and 
others” was shown after deducting the amount lent to the rival 
company. Comment on the propriety and legality of tlie figure 
appearing in the Balance Sheet, and give reference to a decided 
case in point. 

[Hints : To show "Deposits from Shareholders and others” at 
the reduced figures, i e., after deduction of the loan 
given to the rival company is a serious misdescription 
on the Balance Sheet. This is a wrong showing of the 
state of affairs of the company, and is unlawful and 
against the canons of propriety. 

In the case of Superintendent and Remembrancer 
of Legal Affairs. Bengal v. Akhil Bandhn Guha and 
others, there was a misdescription of the above nature 
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on the Balance Sheet of a Cotton Mill Company. It 
was held that a ‘Loan* and a ‘Deposit* were items 
completely different from each other, and the consoli- 
dation of the two into one item in the Balance Sheet 
would mean suppression of material particulars. The 
Managing Directors were found guilty and sentenced 
to imprisonment and fine.] 

14. State the particulars which are required to be disclosed 
in the Balance Sheet by the Companies Act in regard to - 

(i) Share Capital. 

(ii) Fixed Assets. 

(Chartered Accountants) 

{Hints : (i) ‘Share Capital* is lo be shown in the Balance Sheet, 
the distinction between the various classes of Capital 
beinrj clearly exhibited. The extent of the 
Authorised Capital, the Issued Capital and the 
Subscribed Capital must be clear on the face of the 
Balance Sheet. From each class of Capital, unpaid 
calls would be shown as a deduction. The detaify 
of calls unpaid should be given as follows : 

(a) due by Managing Agent or Secretaries and 
Treasurers ; 

(1>) due by Directors ; and 
(c) due by others. 

The following are to be shown separately and 
distinctly : 

(a) Shares allotted as fully paid up pursuant to a 
Contract without payments being received in 
Cash ; and 

(b) Shares allotted as fully paid up by way of Bonus 
Shares (the source, i.e., Share Premium money or 
Capitalisation of Profits or Reserves, to be specified). 

Forfeited Shares are to be shown as an addition 
lo Subscribed Capital, so long as the Capital Profit on 
rc-issue of forfeited Shares is not transferred to Capital 
Reserve. 

Also to be shown are : 

(a) the terms of Redemption or Conversion (if any) of 
any Redeemable Preference Capital, together with 
the earliest date of Redemplion or Conversion : and 

(b) the particulars of any option on unissued Share 
Capital. 
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(ii) ‘Fixed Assets’ are to be shown, distinguishing as 
far as possible between expenditure upon (a) Good- 
will, (b) Land, (c) Buildings, (d) Leaseholds, 
(e) Railway sidings, (f) Plant and Machinery, 
(g) Furniture and Fittings, (h) Development of 
Property, ( 1 ) Patents, Trade Marks and Designs, 
(j) Live-stock, (k*) Vehicles, etc. Under eacli head 
of Fixed Asset should be slated : 

(a) the original lost ; 

(b) the additions and deductions during the year ; and 
(<J the total depreciation written off or provided up to 

the date of the Balance Sheet. 

Tor other particulars please consult the form of 
Balance Sheet as given under Schedule VI of the 
Companies Act (shown m the appendix of tins book) 1 

15 Discuss the provisions of the Companies Acl 105(1 in 
regard to appointment and remuneration of Auditors. 

( Chaitered Accountant s') 

\ Hints Section 221 of t lie Companies Act 1956 dwells on 

appointment and remuneration of Auditors. FiVerv 
company shall at each Annual General Meeting of the 
shareholders appoint an Auditor or Auditors to hold 
office from the conclusion of that meeting until the 
c onclusion of the next Annual General Meeting, and 
shall, within seven days of the appointment, give 
intimation thereof to everv Auditor or Auditors, unless 
it is a ease of reappointing ihe Retiring Auditor. 
Every Auditor, coming to the service of the company 
only for the first time, shall givi Notice to the Registrar 
of Companies within thirty da vs of the intimation of 
his appointment, in writing, stating that he has accepted, 
or refused to accept, the appointment. 

The Centra] Government may appoint Auditors of 
Joint Stock Companies, where at an Annual General 
Meeting no Auditors are appointed or reappointed. The 
Central Government may also direct a Special Audit 
under sec. 233 A, where, in the opinion of the Govern- 
ment, there is enough fault in the administration of 
the company’s affairs. 

The first Auditor of ihe company shall be appointed 
by the Directors within one month of the dale of 
registration of the company. Also, the Board will 
appoint Auditors to fill in a casual vacancy, except 
when such vacancy is caused through resignation. 
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The remuneration of the Auditor is to be fixed by 
the Authority that appoints him. Any sums paid by 
l he company in respect of the Auditors' expenses shall 
be deemed to be included in the expression 
“remuneration".] 

16. Discuss the liability of an Auditor for failure to detect 
the omission of Liabilities in the Balance Sheet. Cite the relevant 
Case Law. ( Chartered Accountants ) 

[Units : [f an Auditor is unable to detect the omission of 
Liabilities from the Balance Sheet, there will be 
misdescription in the Balance Sheet, and the Final 
Accounts will be showing a wrong picture. In such 
a case the Auditor will be liable for negligence of duty. 
In the case of Westminster Road Construction and 
Engineering Co., Ltd. the valuation of Work-in-Progress 
was increased and the Liabilities were understated with 
the result that dividends were paid by such an amount 
as the true profits did not warrant. The Auditor failed 
to detect this misdescription in the Balance Sheet, and 
lie was found guilty by the Court of negligence of dutyj 

17 What do you understand by a Statutory Audit ? Is 
ncccssa r\ to carry out Balance Sheet Audit for the purpose ? 
If not, draw up an Audit Programme for such an Audit. 

[Chartered Accountants ) 

[Hints ’ l r ndcr sec. 105 of the Companies Act, every company 
limited by Shares and every company limited by 
Guarantee and having a Share Capital shall, within a 
period of not less than one month nor more than six 
months from the date of permission to commence 
business by the company, hold a General Meeting of 
the Members of the company, which is called the 
Statutory Meeting. The Board of Directors of the 
company shall, at least 21 days before the Meeting, 
forward a Report to every Member of the company. 
This Report is called the Statutory Report which must 
be signed by at least two Directors of the company, 
one of whom shall be a Managing Director, where there 
is one. The Statutory Report shall contain (i) the 
fotal number of Shares allotted, distinguishing between 
Shares allotted for Cash and otherwise than Cash : 
( ii) the amount received in respect of the Shares 
allotted ; (iii) an Abstract of the Receipts and Payments 
made up to a date within seven days of the date of 
the Statutory Report, and certain other particulars as 
mentioned under sec. 165. Statutory Audit is not a 



THE AUDIT OF A LIMITED COMPANY 


187 


I alance Sheet Audit. The Auditors of the company 
shall certify the Statutory Report as correct, irTso 
far as the Report relates to (a) the Shares allotted 
by the company, (h) the Cash received in respect of 
such Shares, and (c) the Receipts and Payments of 
ihe company. This process of certifying the Statutory 
Report is known as ‘Statutory Audit*. For this purpose, 
Ihe Auditor will concentrate on Share Capital Audit 
up to allotment stage, by reference to the Articles of 
Association and Directors* Minute Rook. He will also 
vouch Preliminary Expenses’ and Underwriting Com- 
mission ana Brokerage by reference to the Articles and 
Contracts.] 

18. (a) What points would you particularly check up in 
respect of payments of remuneration to (i) Managing 
Agents, (ii) Managing Director, (iii) Manager ? 

(b) Can amounls be advanced to Managing Agents (i) as 
Loan, (ii) on Current Account ? 

( Chartered Accountants ) 

[llml a. (a i (i) The following points should be given due 

importance while checking up ‘remuneration’ 

paid to the Managing Agents : — 

(1) The Agreement between the Company and 
the Managing Agents. 

(2) Whether the percentage on Net Profits is 
within the limit of 10%, and whether the 
perccntag' is calculated in terms of 
sections 348 — 351. 

(3) Whether the overall Managerial Remunera- 
tion is within the limit of 11% of the 
Net Profits in terms of sec 198. 

(4) Provisions regarding Managing Agents and 
their remuneration in the Articles of 
Association of the Company. 

(ii) The remuneration of the Managing Director 

will be checked up with particular stress on : — 

(1) Provisions in the Articles of Association 
of the Company. 

(2) Shareholders’ Resolution fixing the remu- 
neration. 

(3) The Agreement between the Company and 
the Managing Director. 

(4) Provisions of sec. 309, This section 
prescribes that the remuneration of 
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Managing Director or Managing Directors 
shall not exceed the following limits : 5% 
when there is one Managing Director ; 
10% when the number is more than one. 
Il must be seen that a Managing Director 
of the company is not Managing Director 
of more than one other company. The 
provisions of sections 198,309 — 311, and 
349 — 351 must have been complied with. 

(iii) In respect of the remuneration of the Manager, 
the following will be particularly checked up : — 

(1) Provisions of the Articles of Association 
of the company. 

(2) Provisions of sec. 387. This section lays 
down that the remuneration shall be 
payable by way of monthly payment, or 
by way of a specific percentage of the 
“net profit s” of the company as calculated 
under sections 319 — 351, or partly by the 
one way and partly by the other, the 
aggregate payment not exceeding five pc^ 
cent, of “net profits”. Provisions of sec. 
198 also must be adhered to. 

(3) The Agreement between the Company and 
the Manager. 

(b) (i) Under sec. 3G9 Loans cannot bo given to the 
Managing Agents. Also, amounts cannot be 
advanced as Loan to any associate of the 
company’s Managing Agents, or to any body 
corporate acting at the instance of the 
Company’s Managing Agents or any of their 
associates,. This rule is not applicable to a 
Private Company not being a Subsidiary to a 
Public Company. 

(ii) Money may be advanced to the Managing 
Agents on ‘Current Account’ for the purpose 
of facilitating the company’s business. The 
amount would be subject lo limits previously 
approved by the Directors of the company, 
and w'ould on no account exceed twenty 
thousand rupees in the aggregate.] 

19. The Memorandum of Association of a company with a 
limited liability is the fundamental Law or Charter defining the 
objects and limiting the power* of the company. Explain. 

(M. Com.) 
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{ Hints : L nder sec. 12 of the Companies Act, any seven or more 
persons, or in the ease of a Private Company any two 
or more persons, by subscribing their names to the 
Memorandum of Issociation and complying with the 
requirements of the Act, may form a “Company”. 
The Memorandum of Association of a limited company 
is the fundamental Charter of the company, because 
in this document, in accordance with sec. 13, the Name, 
the State in which the registered office of the company 
is to be situated, the Capital and the Objects of the 
Company are stated fully. The company cannot 
transact business beyond the stipulations of the 
Memorandum of Association. A single footstep beyond 
the limits set forth by this fundamental “Law” or 
“Charter” would l>e ultra vires . Where any provision 
of the Articles of Association is in conflict with tie 
corresponding provision of the Memorandum of Asso- 
ciation, that of the Memorandum will decide the point 
at issue.] 

20. fa) Whal do you understand by Capitalisation of Reserves ? 

(b) Discuss the advantages and disadvantages of such 
Capitalisation from the point of view of a company 
and its shareholders. (M. Com.) 

[Jhnts : (a) When a part or the whole of the amount at the 
credit of a “Reserve” Account is utilised for the 
purpose of issuing .Bonus Shares to Lhc existing 
shareholders or foi making the partly paid-up Shares 
as fully paid-up, the process is known as 
‘Capitalisation of Reserves*. Subject to sanction of 
the Articles, any part of the company's “Reserves” 
or undistributed profits may be Capitalised by 
virtue of a decision arrived at by a Company in 
General Meeting on the recommendation of the 
Board of Directors. A step in this direction may 
be taken when it would be discovered that the 
company has built up a “Reserve” exceeding ade- 
quacy and that the shareholders have been put to 
a deprivation. 

(b) By ‘Capitalisation of Reserves’ the company is 
benefited, because the accumulated profits are per - 
manenily retained in the business. Also, the labour 
would cry less for a higher wage, because profits 
remaining the same, there would be a fall in the 
rate of the dividend, and the workmen would have 
a less hostile attitude to their employers whom they 
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would hardly brand “profiteerers”. Another advan- 
tage from the point of view of the company is 
noticed where the accumulated profits, are merged 
in fixed Assets . Such fixed Assets would now 
correspond with a fixed Liability (through Capita- 
lisation of accumulated profits), and, by this, the 
true financial picture would be reflected by the 
Balance Sheet. The shareholders are also benefited, 
because they hold more Shares in the company 
without payment of Cash, and enjoy more dividends. 
The command over liquidity is always there, as the 
Bonus Shares can any time be converted into hard 
cash. 

Capitalisation of Reserves through issue of 
Bonus Shares cannot be resorted to where the 
company does not have sufficient unissued Shares 
to enable this operation to be performed. In that 
case, the Capital of the company has first to be 
increased. Difficulties would also arise in the 
matter of allotment of fractions of Shares. 'The 
volume of profits having remained the same, there 
would always be a fall in the rale of dividends. 
And this may bring about a crash in the Share 
Bazaar, the good name of the company and the 
interests of its shareholders being thereby 
jeopardised.] 

21. Indicate some of the principal matters in connection with 
which the Auditor of a limited company should refer to the 
Directors’ Minute Book. (M. Com.) 

[Hints : The Auditor should refer to the following : 

Resolution for the appointment of the first Auditor ; 

Resolution for approval of the Common Seal ; 

Company’s, Bank Account ; 

Contracts ; 

Allotment and Calls ; 

Forfeiture of Shares and their re-issue ; 

Transfer of Shares ; 

Appointment of Secretary and other Officers ; 

Exercise of Borrowing Powers and Issue of 

Debentures ; 

Adoption of Final Accounts ; 

Proposed Dividend^ ; 

Appropriation of Profits ; 

Creation of ‘Reserves’, etc.] 
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22. State what you consider to be the duty of an Auditor 

in relation to Stock-in-Trade. (M. Com.) 

[ Hints : On the Balance Sheet date the Auditor shall obtain a 
certified copy of the Inventory, and he should personally 
verify the Closing Stock by measurement, weighing or 
test-counts. Although it was decided in the Kingston 
Cotton Mill case of England that the Auditor was not 
a bloodhound, and, as such, in the absence of suspicious 
circumstances, was not bound to verify ‘Stock* by 
personal inspection, it was, however, decided in the 
McKesson & fiobms case of U.S.A. that the Auditor 
should make a physical verification of Closing Stock 
on the Balance Sheet date, and the latter judgement is 
in accordance with what the normal Auditing practice 
should be. It is true that the Auditor cannot have 
familiarity with the various types and qualities of 
things included in the inventory, but for that reason 
he should not absolve himself of the responsibility of 
Stock verification. The Auditor should gain physical 
contact with the inventory, at least by observing care- 
fully 1 lie method and manner of ‘Stock-taking*. And 
whcrc\cr he finds the method defective, he should 
advance his suggestions.] 

23. Explain and give two examples of each of the following : 

(a) Contingent Liability, (b) Capital Reserve, (c) Revenue 
Reserve, (d) Provisions. (M. Com.) 

{Hints : (a) Contingent Liability is that liability which might 
occur on the happening of some event* for example- - 
(i) amounts unpaid on partly paid Shares ; (ii) 
claims against the company not acknowledged as 
debts. 

(b) Profits arrived at by the sale of Fixed Assets, 
Profits made from the forfeiture and the subse- 
quent re-issue of the Shares and such other Profits 
as arise from outside the course of the company’s 
business go to build up Capital Reserve. Such 
“Reserves” should not usually be given away as 
dividends, but should be maintained for meeting 
losses of capital nature. 

(c) Revenue Reserve is a “Reserve” built up out of 
trading profits, for example — Reserve for Discounts 
on Debtors and Reserve for Repairs and Renewals. 

(d) “Provisions” would mean the amounts provided out 
of appropriation of the trading profits for meeting 
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certain specific contingencies, for example — Provi- 
sion for Taxation, Provision for Dividends, &c.] 

Set out the procedure that should be followed by an 
Auditor in verifying the Investments of a limited company. 

(M. Com.) 

\ Hints : The Auditor should obtain a certificate from the 
Secretary of the company of all the Investments. With 
the schedule thus obtained he should personally 
examine all the Investments on the date of the Balance 
Sheet. He should also examine the Imestment Register. 
The Auditor would in particular insist on 

(i) the Invcstmenl Schedule containing all the parti- 
culars of tlie Investments (e.g., the full name of 
the Imestmenl, the cod price, the market price, the 
book value, &c.) ; and 

(ii) all of the Investments being produced at the same 
time. 

Sometimes the Investments are in the names nf 
individuals who hold them as trustees for a body 
corporate. Here, the Auditor should call for the Deed 
of Trust. If reliance is placed upon the Banker's 
Certificate, ihe Hank beinc, the custodian of the Invest- 
ments. the Auditor will look 1o it that the Certificate 
calls the Securities encumbrance-free. Where the 
Auditor does not find il convenient to make personal 
verification, he should mention in his Report the name 
of the person on whose Certificate he has relied for 
verification purpose.] 

What do you understand by the term “Window- 
Dressing” ? Ts il same as fraud ? What is the liability of an 
Auditor 5 Who is a party to Window-Dressing ? (M. Com.) 

\Um1s “Window-dressing'* is an art. It is the art of making 
the most of one’s wares or abilities. In the business 
world by “Window-dressing” is meant a clever 
manipulation of the Accounts m such a manner that, 
on the face of the Balance Sheet, the state of affairs 
of the company wears a brighter look than the real 
one. The Management of a company, for example, 
may stealthily employ the business, funds outside, 
managing to bring money for a short period near about 
the Balance Sheet date and showing it as ‘Cash in hand*. 
Such manipulation is not exactly like defalcation of 
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cash or of goods, but may be called falsification of 
Accounts culminating in fraud. In the City Equitable 
Fire Insurance Co., Ltd. case, extensive “Window- 
dressing” operations were resorted to by the Chairman 
of an insurance company. As “Window-dressing” is 
tantamount to fraud, certainly it is the duty of the 
Auditor to detect such frauds, and for non-detection 
he may have to incur liability the extent of which would 
depend on the facts and circumstances of a particular 
case. Usually a bigwig in a concern is a party to 
“w indow-c’iessing”.] 

2 fi. State six matters to which you, as Auditor, should pay 
special attention on fir c t perusing the Memorandum and the 
Articles of Association of a limited company. 

( Chartered Account anU) 

\ Tfints : The following six matters should in particular be seen : — 

(1) The main Object Clause and other Object Clauses. 

(2) The Authorised Capital and different classes of 
Share s 

(ti) The Borrowing Powers. 

(1) Pro\isions regarding llr numl or. remuneration, 
appointment, removal and r» ti remen t of Directors. 
(5) Powers remuneration and ehilks of Managing 
Agents, Secretaries and Treasurers or Manager. 

(6*) Rights of shareholders.] 

27 Explain the steps you would take, as Auditor of a 
bruited company carrying on business as wholesale distributors, 
to satisfy yourself that all current Li a bib ies and Provisions are 
included in the Balance Sheet 

(' Chartered Accountants ) 

[llinH : The following mtasures should be adopted : — 

(1) Cheeking the Purchases Book with anginal invoices, 
particularly of the last month of Hie Accounting 
period, and holding inquiry Into the system of 
* internal check” in operation. 

(2) Checking the list of Sundry Creditors, by reference 
to the Creditors’ Ledger and confirmation of 
balances from tlio^e whom the company owes. 

(3) Checking the entries in the Goods Inward Book 
with original invoices. 
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(4) Checking all the payment vouchers up to three 
months subsequent to Balance Sheet date. 

(5) Checking the expenses like Rent, Telephone, 
Electricity, Loan Interest, etc., and seeing that all 
liabilities have been included in the Final Accounts. 

(0) Vouching all expense, in connection with Direc- 
tors’ Remuneration, Managing Agents’ Remunera- 
tion, Current Ta\a ion. Audit Fees, etc., and 
verifying that all expend, hav* been included in 
the Accounts. 

(7) Making inquiry about provisions being m ad»- for 
Propel* ed 1>K Mends, Interest on Bank 0\erdrafL 
and for Bills Pat able. 

(S) Obtaining a Certificate from tlic Secretary of the 
company that all Inabilities ha\e been provided in 
the Final Accounts.) 

28. Tlic Director, of a company, carrying on business as 
Building Contractors, ha\o decided to make a further issue of 
Shares for Cash. They intend to announce this when the Annual 
Accounts arc sent to the Members. 

Tn view of tlic proposed issue, they are considering the 

following proposals which ha\c been made for revision of the 

draft Accounts : — 

(1) Thai tli'* Plant and Equipment should be included in 

I lie Balance Sheet at Hie amount shown by a pro- 
fessional value r, wlihh £20,000 in excess of the 

book value. 

(2) That the \alualion of uncompleted Contracts, included 
in prions Accounts at tost, should be re\Led so as 
to include a proporlioi ab* part of the estimated profit 
on the Contracrs. 

As Audil«o\ you haw been ad.od for your views on these 
proposals. 

You are required to v r rile a letter to the Secretary — 

(a't explaining the points which }ou consider should be 
bri uglit to flm attention of the Board with regard to 
the proposals ; and 

(b) indicating the Adjustments which you consider should 
be made in the Annual Accounts if the proposals are 
adopted. ( Chartered Accounianisy 
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\HinU ; To increase the book value of Plant and Equipment to 
the amount as valued by a professional valuer means 
'unrealised capital appreciation' which is not justified 
unless excessive depreciation was provided in tile past. 
If it is done, the fact should be disclosed in the Balance 
Sheet with full narration* To include estimated profit 
on uncompleted Contracts would mean a change in the 
'basis of filiation’ and should not be recommendid, 
because this will inflate profits. If, however, the profit 
is included, corresponding expenditure on such Contracts 
should also be taken in the Accounts. and t Jit Profit and 
Loss Account mesl disclose the lad clearly, so that the 
Members would be in a position to know of l lie source 
of the profit.] 
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The extent of an 

Auditor’s 

liability 


THE LEGAL STATUS OF AN AUDITOR 
AND HIS LIABILITY 

The Auditor is in a fiduciary position, the interests of his 
client being trusted to his care. It is his sacred duty to be 
diligent enough to detect errors and omissions in the Accounts 
and thereby protect the interests of the party that appoints 
him. The position of the Auditor is analogous 
to that of an agent and also to that of a 
trustee. An Auditor, therefore, has to 
exercise reasonable skill and industry in his 
work to the same extent as is expected of an agent working 
for his principal, or of a trustee working for his beneficiary. 
The responsibility of a Company Auditor is all the greater 
inasmuch as he has to uphold the interests of Shareholders 
who usually stay away from the day-to-day administration of 
the affairs of a Joint Stock Company. Wherever a person is 
entrusted with a task under an agreement, a liability devolves 
on him if he fails to do his task properly. So to determine the 
liability of an Auditor, it should always be seen whether he 
was careful enough in the execution of his job in keeping with 
a reasonable Standard. Where it is established beyond doubt 
that the Auditor has been guilty of negligence, he may be asked 
to compensate his client for the loss resulting from his negli- 
gence. What is reasonable eaie and what should be called 
negliqenee must always be decided upon with due reference to 
the entire set of facts and circumstances of a particular case. 


To help determine whether in a particular instance the 
Auditor was guilty of negligence or not, certain well-known 
Audit Case Laws are often cited. Most of them are from the 
English Courts and the rest from the Courts of Law in Indi'a. 
A Case Law is the law declared and pronounced from judicial 
decision. Law-making is a function entrusted to that organ 
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of a Government which ia known aa Legislature or Parliament, 
and the Courts, being constituent parts of a 
jf ip0 '* an< ' e different organ, called Judiciary, should not 

Awlit Case Laws have “V r51e in the passing of laws. But 

the bulk cf the common la«v is still Judge- 
made. The Judges do not just legislate, nor do they introduce 
new principles. The existing principles, either of Customary 
Laws or of Statutes, are applied to each new set of facts that 
come before the Judges for adjudication and award. The 
recorded decisions of Judges on various aspects of Audit work 
should be carefully preserved and drawn upon for guidance 
in similar cases. The exa^t legal position of an Auditor is 
fraugjlj/. with complexity. Wherever the prevalent Acts, of 
Parliament are found to be inadequate, the Court’s 'decisipn in 
an identical case would serve as a precedent. To find out a 
proper precedent, tach concrete case should be dissected and 
analysed with full regard to its context. If this context and 
the remarks of Judges are minutely studied, an answer would 
be found for the apparently conflicting court awards. Thus, 
one would not be slow to understand why in The Westminster 


Road Construction and Engineering Co., Ltd. case (England, 
1932) the Auditor was found guilty of negligence for blindly 
accepting a certificate from the Management, thereby having 
failed to detect (in spite of ample evidence being available) 
overvaluation of assets like Work-in-Prof ress &c., and under- 
valuation of certain liabilities, when decls ; on of the court in 
The Kingston Cotton Mill Co. case was toward justifying the 
conduct of the Auditor in accepting a certificate from the 
Management as to the taking of Stock, The decision emanating 
from a Court of Law creates a precedent having a binding 
force in parallel cases which might in future be brought to 
court for a settlement. This binding force of a precedent has 
its basis and strength on the reason put forward by the Judge 
in arriving at his decision. The explanation of the reason that 
•prompts judgment, in legal phraseology, is known as Ratio 
Decidendi. A distinction between Ratio Decidendi and Obiter 
Dicta is of importance. While the former means a statement 
of the reason and the principle behind a decision, by the latter 
should be meant the remarks made by the Judge in passing. 
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What is said in passing 01 * cursorily may be of little bearing 
to the actual case under study, but is important to the person 
..'giving the ^verdict for his own purpose. The following Audit 
Case Laws' 'are - worth being studied. 


In re London and General Bank (No. 1) (1895, 2 Ch. 166). 
The essence of the decision arrived at in the above named case 
was that fan Auditor should be called an officer of the Company 
that appointed him. The Articles of Association of a Banking 
Company, registered under the Companies Act 1879 of England, 
A Case Law on referred to the Auditor as an officer of the 

the question of Company several times, and the judgement 


whether an Auditor was somewhat influenced by such mentions 


should he called in the Articles. The arguments and remarks 

an officer of the advanced by the Judge should be perused. 

Company Part of the judgement ran as follows : 

“ An Auditor is an officer of the Company. He is 

appointed by the Company, ho is paid by the Company ?.. 

Ho is not a servant of the Directors. On the contrary, he is 
appointed by the Company to check the Directors, and for 
some purposes, and to some extent, it seems to me quite 
impossible to say that he is not an officer of the Company.” 


In re London and General Bank (No. 2) (1895, 2 Ch. 682). 
In this case dividend was declared on the basis of ‘profits’ that 
included interest on certain objectionable advances made by the 
Bank. Customers of the Bank were lent 


A Cast- Law 
where the Auditor 
was found guilty 
of misfeasance 


moneys on insufficient securities, and the 
interest on such advances was credited to 
Profit and Loss Account, although it was not 
realised. The Directors’ attention was drawn 


to the irregularity but they paid no heed. The Auditor’s duty 
was to have the matter reported to the shareholders which he 
did not care to do. In the opinion of the learned Judge, the 
Auditor failed to discharge his duty. As was fittingly observed, 
the Auditor’s duty would be not merely to verify the arithmetical, 
accuracy of the Balance Sheet as prepared from the Books of 
Accounts. Certainly, it would be part of his duty to inquire 
whether the Books themselves ' reflected the true picture. The 
Auditor, Mr. Theobald, was found guilty of misfeasance as he 
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failed to report to the shareholders of the fact that the Balance 
Sheet was not properly drawn up, and made evasive remarks 
with these words — ‘The value of the Assets as shown on the 
Balance Sheet is dependent upon realisation ’ 

Leeds Estate Building and Investment Society, Ltd. v. 
Shepherd (1887, 36 Ch. D. 787). In this case, a complaint 
against the Directors, the Manager and the Auditors was lodged 
alleging improper payment of dividends when actually there 
The Accounts were made to ‘show profits’ for 
through inclusion of fictitious items. The 
motive was to pay a handsome remuneration 
to the Directors, this remuneration, according 
to the Company’s Articles of Association, 
being payable in proportion to the dividends 
declared. The Articles also provided that no 
dividend could be paid except out of profits. 
The Auditor's failing was that he did not ask for the Articles 
while be examined the Accounts. The company that brought 
the action dealt in Loans, and lent money on mortgage. 

The Judge, Stirling J., observed that the Auditor had fdAled 
in his duty by not caring to > the Articles of Association. 
He knew of the existence of this vital document, and he ought 
to have remembered that it would ahvay- be the bounden duty 
of every Company Auditor to verify whether all of the provisions 
of the Articles had duly been complied with. Else, the Auditor 
should not have certified that the Balance Sheet exhibited the 
correct financial position of a company as on a particular date. 
A charge of negligence would be levelled against the Auditor 
if he chose to rest contented with mere arithmetical accuracy 
of the Books of Accounts and of the Balance Sheet and did not 
exert himself to check up if the Balance Sheet represented the 
company's affairs truly and accurately. 

In re Kingston Cotton Mill Co., Limited (1896, 1 Ch. 381). 

“ It is no part of the* Auditor’s duty to take ‘stock’. 

No one contends that it is. He must rely on other people for 

details of the stock-in-trade in hand.* ” “ An 

Auditor is not bound to be a detective, He is a 


was no profit, 
several years 

A Case Law on 
Auditor’s, duty 
/(■carding Exami- 
nation of the 
Articles of 
Association 
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800 


watch-dog, but Dot a bloodhound. He is justified in believing 
tried servants of the company in whom con* 

'A Case Law on fidenoe is placed by the company ” 

Auditor’s liability The foregoing are extracts from judgements 

Md^vabati^o” delivered in the well-known English case 

‘Stock-in-trade* (discussed earlier in Chapter VIII) that is 

under review a second time here, the former 
coming from Lindley, L. J., and the latter from Lopes, L. J. The 
comments of the learned Judges throw much light on the duty 
of the Auditor in the matter of verification and valuation of 


‘stock*. The profits of a Cotton Mill company were deliberately 
increased for making it appear flourishing, by manipulation of 
the quantities and values of the Closing Stock, and the Auditors 
did not take trouble to check the ‘stock* properly, but accepted 
the Stock Certificate as given by the mill manager. The essence 
of the award of the Court was that the Auditors could not be 


held responsible for incorrectness in ‘Stock Valuation*, as they 
allowed insertion of the Stock-in-trade as an Asset on the face 


of the Balance Sheet with the remark : ns per Manacier’s 
Crrtifiratf >. An Auditor, certainly, would not be expected to 
approach his work with suspicion, or with a foregone conclusion 
that there was something wrong. Hardly could there be any- 
thing objectionable in relying upon the statements made by the 
trustworthy employees of the client, in the absence of suspicious 
circumstances. The position of an Auditor would be intolerable 
if he were called upon to verify each and every item of ‘Stock*, 
having first been well-versed in the technicalities of his client’s 


trade and the goods dealt in. So the Auditors were set free 
as they could not be held liable for not tracking out ingenious 
and carefully laid schemes of fraud. 


Centring round the question of the Auditors’ duties and 
responsibilities in the matter of physical verification of the 
quantities and the condition of ‘stock’, a divergence of opinion 
exists in the world of Accounting and Audit. Some take the 
position that the verification of inventories (detailed list of’ 
goods, etc.) will be done only with reference to the records. 
Others hold the opposite view. According to them, either 
through test-counting (or measuring) or through the exercise 
of a vigilance over the taking of Stock, the Auditor should 
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establish a direct contact with the inventory. For not doing 
a physical verification of inventories and for not checking up 
the valuation, the Auditors were found guilty of negligence in 
the American case, McKesson v. Robins and also in an English 
case nai rated below. 

\ In re The Westminster Road Construction and 
Engineering Co., Ltd. (1932, Acct. February 1982, pp. 203-41. 
An A i'litor is not a stocktakcr, nor should he be expected to 
be a valuer cf ‘work-in-progress’ ; still he would incur liability 
if there was overvaluation of ‘work-in-progress' which the 
Auditoi could easily detect by reasonably 
utilising the available evidence. The above 
is the essence of judgement delivered 
in a case where the Auditors had also 
acted as Accountants to the company 
under Audit. Charges were framed by the 
liquidator of the company against the 
Directors and the Auditors, alleging improper 
payment of dividends for the year ended 31st March, 1928 when 
there were no profits, and claim was filed for lecovery of 
dividend. The accounts were made to show a distributable 
surplus through (i) understate ■ eni of the company’s liabilities, 
and (in overstate merit of the valve of * wot k-inrpr ogress’. The 
Court found the Auditors guilty of negligence, but set the 
Directors free as they had all believed 'n the Accounts and the 
Balance Sheet certified by the Auditors. 

According to the Judge, Bennett J., the understatement of 
liabilities could be detected if the Auditors had gone through 
the invoice Hies of the company in order to see that no invoices 
relating to liabilities had been omitted. As to the other failing, 
viz., non-detection of the overvaluation of ‘work-in-progress’, the 
Judge remarked that the Auditors could have easily checked up 
the accuracy or otherwise of the stock figures presented before 
them, as there was ample material to do such a test. 

V McKesson v. Robins (1939). This case decision originat- 
ing in a law court in the U.S.A. created a stir when it was found 
it had reversed the judgement as pronounced in the Kingston 


A Ca^e Law on tin 
Auditor’s Liability 
jn respect of ‘over- 
valuation of Work 
m-Pro^ress’ and 
‘under valuation 
of certain 
Liabilities’ 
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An American Case 
Law that found 
the Auditors guilty 
for nor doing a 
physical verification 
of ‘Stock* 


Cotton Mill case. The Court in the case of Kingston 
Cotton Mill Co., Ltd., hold that it was not the duty of the 
Auditors to verify Closing Stock, in the 
absence of suspicious circumstances. In the 
McKesson & Robins case, however, the 
decision was that the Auditors must 
physically verify ‘Closing Stock’ appearing 
on the Balance Sheet, after obtaining an 
Inventory from the Management certified to the effect that the 
officials actually verified the ‘Stock-in-trade’ on the Balance 
Sheet date, and found them as stated in the Imcntory. Tf the 
Auditors failed to do a physical verification, they would be 
found negligent of their duties and would be hi able for 
manipulation of Profit through Closing Stock. It could not be 
'possible, however, for the Auditors to verify the entire ‘stock’. 
They, therefore, had to pick up big items from the Inventory, 
and make an on-the-spot verification by way of test f ranting* 
for measuring), to be sure of the existence of Closing Stock. 
It was held by the Court tha + the Auditors of Ihe McKesson 
& Robins case had done a glaring wron« r by unquestionably 
accepting the Stock Sheets furnished by the Management. The 
fact of the case was that the topmost person at the helm of 
affairs of a concern entered into a collusion with c 4 hcr officials 
and presented before the Auditors a bogus set of Stock-it r ms. 
Consequently, there was a noticeable inflation in Stock valuation. 


Since after the publication of the Case Law’ now under 
studv, practitioners in the Accounting profession in the TJ.S A. 
have in large number taken to the practice of bringing the 
actual Stock under a physical test check. Som° of the English 
Accountants have also begun lending support to a practice of 
this sort. Tn the opinion of the Authors, it would not be in 
the fitness of things for the Auditors to place entire reliance 
upon the Certificate had from the Management in respect of 
such an important Balance Sheet item as Stoflc-in-trade where 
the scope of manipulation is so wide. So a test check has, of 
necessity, to be applied. Where the circumstances give rise to 
a suspicion that something went wrong somewhere, the Auditors 
may have to undergo the strain of conducting a full and detailed 
physical check. 



THE LEGAL STATUS OP AN AUDITOR AND HIS LIABILITY 203 


V Case Law on a 
bleach of duty by 
the Auditor arising 
1 lirou ph non veri- 
fication of * Petty 
Cash in hand* 


The London Oil Storage Co** Limited v. Seear* 
Hasluck & Co* (1904, A<et. L. R. 30, 93). In the judgement 
of this case, it was pointed out that the Auditor would be liable 
for damages, if he omitted to verify the existence of any Asset 
as shown on the Balance Sheet. The Auditor's clerk did not 
count the balance of Petty Cash in hand. 
The balance as per Petty Cash Book should 
have been £796, while the amount actually in 
hand was £30. The Secretary of the company 
who maintained the Potty Cash Book made 
a misappropriation of the difference and 
hence, the shortage. A special jury that sat over the hearing 
disapproved of such a large cash balance remaining in the hands 
of the petty cashier, and because of this fault on th£ part of 
the Directors, the damages awarded against the Auditor were 
not of a heavy amount The Judge, Alverstone C.J., however, 
remarked in the course cf his summing up, “The conduct of 
the Directors is no answer to any breach of dutv by the 

defendant ”. In this case the Auditor was the defendant. 

The liability for los* of money sustained by the company rested 
on the Auditor and not on the Directors though their conduct 
was responsible for the loss It was, therefore, established 
that the Auditor had committed a breach of duty . The fact 
that there was a want of proper control over the man stealing 
the money could only go to make the punishment light. 


Arthur E. Green & Company v. The Central Advance 
and Discount Corporation, Ltd* (1920, Acjt. L R. LXIIT, p. 1). 
The facts of the case were that a list of bad and doubtful debts 
was furnished by the Management of the 
client company whos business was money- 
lending. The Auditors, Arthur E. Green & 
Company were found guilty of negligence, as 
they had not enquired of the other debts 
outstanding for a pretty long time, some 
being actually statute-barred and, therefore, 
irrecoverable. As His Lordship observed, an Auditor must not 
fail to make a proper enquiry , by merely relying on what a 
trustworthy official says . To fulfil his duty owing to the 


A Case Law on the 
Auditor’s guilt of 
negligence in ac- 
cepting an incom- 
plete schedule of 
‘bad debt*-’ fur- 
nished before him 



£04 


PRINCIPLES AND PRACTICE OF AUDITING 


Company, he should qualify his Report to the Members wherever 
the circumstances of the case warrant this. 


Under the case, the Auditors were asked to pay damages 
as, through insufficient provision for bad debts, the profits got 
inflated and commission was paid to the Manager of the company 
on the ba^is o? inflated profits. 




Acct. L. R. 53 
interest to the 


re The City Equitable Fire Insurance Co., Ltd. (1924, 


and 81). The case under study is of great 
Accounting world. The City Equitable Fire 
Insurance Co.. Ltd. had re-insurance business. 
An insurer generally has to make invest- 
ments in Government Papers and other 
approved Securities, and in this case a firm, 
named Ellis & Company, was appointed the 
Insurance Company’s Stockbrokers*'. The 
chairman of the City Equitable Fire ' 
Insurance Co., Ltd., Mr. Bevan, was also a 
senior partner at Ellis & Company. 


A Case Law on 
Auditor’s duty and 
liability regarding 
verification of In- 
vestment in Securi- 
ties where window- 
dressing operations 
were at play 


The Official Receiver, as liquidator of the company, brought 
action against the Directors and the Auditors. The action 
against both parties was dismissed at the Lower Court. The 
case was taken to the Court of Appeal only against the Auditors. 
And here, too, the Auditors were freed from liability. 

Centring round certain objectionable transactions of Loans, 
&c., between the Insurance Company and its firm of Stock- 
brokers, a threefold charge, as indicated below, was framed : — 

(a) To the General Manager of the Insurance Company, 
Mr. Mansell and to the Stockbrokers large sums were 
advanced as Loans, and these were wrongly described 
as ‘Loans at Call or Short Notice', or ‘Loans' (the 
names of parties not being given) or ‘Cash at Bank 
and in Hand'. This misdescription appeared for 
three consecutive years on the face of the Balance 


* Stockbrokers are middlemen through whom Shares and other Securities 
are bought and sold at the Stork Exchange, both for investment purposes and 
for speculation. 
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Sheets prepared as on 28th February 1919, 28th 
February, 1920 and on 28th February, 1921. The 
result was that the shareholders could not know of 
the existence of the above mentioned debts from the 
Balance Sheet. 

(b) The fact that much larger sums were in the hands 
of Ellis & Co. at the date of each Balance Sheet 
than were shown among the Assets, escaped notice 
of the Auditors. This could be possible as there 
was a clever manipulation. On the closing date the 
Insurance Company used to call back a large portion 
of the amounts due from the Stockbrokers, only 
temporarily, this being returned the next opening 
day. 

(c) The Auditors failed to detect, and, therefore, failed 
to. report to the shareholders, another important fact. 
The fact was that Ellis & Co., who were custodians 
of the securities of the Insurance Company, used to 
borrow monev from the market by pledging these 
securities without any authority. 

With reqard to the first charqc, the observation of the 
Judge was that the misdescription was not of a serious nature 
as it did not involve anv da” igc to the company. Besides, it 
was pointed out that even if Ihe Assets were all correctly 
described, in the circumstances of the case, it would not have 
made any difference to anybody. So the Auditor!- were not 
to blame so much especially because, in the opinion of the Court, 
they in general had displayed great care, skill and industry. 
To make loans to parties closely connected with a company was 
a question of policy for the Directors, and the Auditors had 
very little to do in the matter. If, however, a debt was not a 
good one. proper provision for it had tc be made. But in this 
case, there were no grounds for assuming that the deb + s advanced 
to Ellis & Co., or to Mr. Mansell were doubtful, their financial 
position being quite sound. As to the second chnrqe, it was 
discovered that a regular “window-dressing” operation was at 
work. Ellis & Co. carried on such an operation by making a 
pretended purchase of securities like Treasury Bends, National 
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War Bonds, &c., just before the Balance Sheet date and by 
feigning’ to resell them after close of the financial year of the 
Insurance Company. The Stockbrokers hardly touched these 
securities, they remaining with the sellers by way of pledge, 
for loans granted to the former (Ellis & Co.). The judge did 
not find the Auditors blameworthy for not detecting this cleverly 
contrived plan. So, like the first charge, the second one, too, 
failed. As regards the third charge, the Court djd not hesitate 
to lay blame at the door of the Auditors. Certainly, Mtssr*. 
Langton & Lepine, the Auditors of the present case, had not 
done their duties in connection with the custody and inspection 
of Securities. Part of Mr. Justice Romer’s observations runs as 

follows : “ An Auditor is not in my judgement ever 

justified in omitting to m/ike a personal inspection of Securities 
that are in the custody of a person or company with whom it 

is not proper that they should he left ” A company’s 

brokers could not be called the proper persons to have custody 
of its securities, however respectable and responsible they might 
be. Except for short periods, the Securities must not be left 
with the brokers, and the Auditors must not rely on The 
certificate given by the brokers, wherever personal inspect’ m 
would be possible. While giving his award, the Judge of this 
case referred to Lord Justice Lindley’s judgement in the London 
& General Bank case, discussed earlier in this chapter. No 
punishment was. however, inflicted on the Auditors, as according 
to a certain Article of the British Companies Act, the Auditors 
and other officials of a company would be given protection by 
law unless they were guiltv cf wilful negligence. The court 
held that the Auditors of the City Equitable Fire Insurance 
Co.. Ltd. had not done anything bordering upon 'wilful 
negligence’. They had rather laboured under a mistaken belief 
as to what their exact duty was. 

Armitaqc r. Brewer and Knott (1932, 87 Acct., p. 836). 
Under the case, frauds of an audacious nature were perpetrated 
by Miss Harwood, an employee of the firm ‘Brewer and Knott’, 
who was in complete charge of the Books of Accounts and 
payment of wages, there being no system of internal check. 
The case under review has an important bearing on the Auditor’s 
duties In respect of vouching and verification of entries passed 
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in the Account Books. The Auditor could not discover the 
defalcations done, although a continuous and 
detailed Audit was in operation. As it was 
not the case of a limited company Audit, the 
exact arrangement between the Auditor and 
the client had to be looked into. The 
plaintiff of this case had told the Auditor 
that protection against petty frauds would 
always be wanted. The document* showed that 
the Auditor was to have vouched all payments of petty cash 
by reft rence to the Receipts, and was to have quardid against 
falsification of wage shuts in all possible ways. The Auditor 
was found guilty of negligence. The Court held the view that 
the fraud could have been easily detected, had the Auditor 
exercised but reasonable 1 care and vigilance in the vouching of 

entries done m Account Books. “ A 6s. Id. ha’d b'en 

altered to IGs. Id. That was pasted in what purported to be 
a meticulous examination. The most casual inspection would 

detect the discrepancy on the voucher ” — so did Ilis 

Lordship remark in his judgement. 

The Irish Woollen Co. Limited v. Tyson and Others 
fl900, 27 Acct , L R. IB). The subject matter of the case was 
that a fictitious Profit was shovn by suppression of purchase 
invoices, the goods bought being taken into stock. The invoices 
were carried over and ultimately posted to Ledger under false 
dates. According to the observations of the Judge, the fraud 
could have been discovered by the exercise of 
reasonable care and skill during Audit. In 
the opinion of the Lower Court and also of 
the Court of Appeal, the Auditc**, Mr. Kevans 
could have easily detected the falsification of 
Accounts, had he only ared to call for the 
Creditors' Statement of Accounts, on the 
basis of which payments were made, and 
compare them with the Ledger. Also he ought to have checked 
the postings into Ledger Accounts with the invoices. So, the 
Auditor was held liable for damage sustained by the company 
duo to falsifications. 


A Case Law on the 
Auditor’-, liability 
for non-detection of 
falsification of 
Accounts that could 
have been dis- 
covered by reason- 
able care and skill 


A Case Law on 
the Auditor’s lack 
of care and vigil- 
ance m respect of 
vouching and 
verification of 
i nines in Books 
of Accounts 
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Pendkburys Ltd. v. Ellis, Green & Co. (1936, Acct., 28th 
March, 1936, p. 480, et seq ) . This was a case where the Auditors 
were unable to check fully all of the transactions relating to 
cash sales and wage payment. The Auditors’ plea was that 
there was no proper internal check, and adequate records were 
not maintained. The Directors’ attention was 
drawn to loopholes in the organisation. 
Pendleburys Ltd. was a Private Limited 
Company with three Directors who were the 
only shareholders. The Cashier defalcated 
money from ‘Wages’ and ‘Cash Sales' which 
was discovered later on, and the Directors 
brought this suit, claiming damages from 
the Auditors, the allegation being of negli- 
gence of duty. It was held by the Court that the Auditors were 
not guilty of negligence of duty, and as such they were not 
liable for damages. Ellis, Green & Co., therefore, stood 
exonerated on the ground that they had duly reported of the 
defects in the Accounting system to the Directors besides whotn 
there was no other shareholder in the Private Limited Company. 


A Case Law on 
Auditors’ Liability 
where they re- 
ported of the 
delects in the 
Accounting system 
to the Directors 
who were the sole 
shareholders 


Stapley v. Read Bros., Ltd, (1924 . 40 T. L R. 442). Read 
Bros. Ltd. had written off the deb't balance of Goodwill Account 
against. “Reserve” Account in 1918. During the years 1921 and 
1922 the company had sustained losses, but the year 1923 was 
one of ‘profit’. The Directors proposed to restore the Goodwill 
Account by debiting it and correspondingly crediting the Reserve 
Account. It was further proposed to utilise this ‘Reserve’ 
Account for wiping off the Profit and Loss Account debit balance 
of 1921 and 1922 and payment of dividends to Preference Share- 
holders for the years 1921, 1922 and 1923. 
One Ordinary Shareholder brought this case 
for an injunction to stop the Directors from 
the payment of such dividends. The Court 
held that there was nothing in law to prevent 
the Directors from making payment of 
dividends to the Preference Shareholders out of current profits, 
when trading losses of previous years were adjusted against 
a Reserve Account created through re-appearance in the Accounts 
of ‘Goodwill’ earlier written off. 


A Case Law on 
irregularity or 
otherwise in paying 
dividends out of 
current profits 
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Apfel v. Annan Dexter & Co. (1926, 76 Acct., 687). In 
this case a claim -was made against Annan Dexter & Co., a firm 
of Chartered Accountants, for damages. The facts were that 
two sons of Mrs. Adele Apfel had robbed her of considerable 
A Case Law on the amounts which the above named firm failed 
difieience between detect. It was the contention of the 

the scope of work defendants that they had acted not as 
of an Accountant Auditors but as Accountants. Hence, it was 

Auditor 1 ° f 3,1 beyond their scope to discover the fraud as 

iKJlor rcmplained of by the plaintiff. They were 

appointed to prepare the Accounts for submission to the 
Income-Tax authorities. It was held by the Court that Annan 
Dexter & Co could not be found liable for damages. Thej 
acted in the capacity of Accountants only. The responsibility 
of detecting' Ihe foul means resorted to by the sons of Mrs. 
Apfel did not, therefore, rest with the firm of Chartered 
Accountants. The case under review amply demonstrated that 
a world of difference did exist between the scope of Accounting 
work and that of Audit woik. 

Leech v. Stokes (1937, 81 Acct. L. R. 87). As in the 
preceding case, here, too, action was brought against a firm of 
Accountants for failure to detect misappropriations of cash by 
the Cashier in a firm of Solicitors ; and the 
\ Case Law on defendants w.re found not-guilty as they had 
failure t° detect no { been appointed for conducting an Audit. 

Accountants The Cashier had cont ol over cash collections 

instructed onlv to done by the Solicitors firm on behalf of their 

prepare a ‘Report clients, and he misappropriated large sums, 

of Profits’ for tlic This did not come to light because the Books 

Inspector of Taxes 0 j? Accounts had not been properly kept and 

because no investigation had been carried out.There was neither 
a Cash Book nor a Ledger containing Ac •<* mts of the Solicitors* 
clients. The only Book that was available was a Costs Furnished 
Book. In this Book were recorded : (a) all expenses incurred 
for the clients, and (b) weekly summaries of the expenses of the 
firm. From the particulars so available the defendants (the firm 
of Accountants) could prepare only the Profit and Loss Accounts. 
From the incomplete record of transactions no Balance Sheet 
could be prepared. 


A Case Law on 
failure to delect 
fraud by a firm of 
Accountants 
instructed onlv to 
prepare a ‘Report 
of Profits’ for tlic 
Inspector of Taxed 
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The Accountants were instructed to prepare Annual Profit 
and Loss Accounts for the Solicitors’ firm for Tax purposes. It 
was not necessary for the defendants to make an investigation 
because that was beyond the scope of their work. Hence, 
the defendants could not be made responsible for the defalcation 
of cash. In the course of his judgement His Lordship observed, 
"In this case there was no proper Book-Keeping material 
available for the preparation of a Balance Sheet and that there 
was no actionable negligence or breach of duty on the part of 
the defendants in any of the matters relied upon.” The court 
held that the defendants could not be made responsible for the 
misappropriation of cash. As in Apfel v. Annan Dexter & Co., 
through the decision of the present case also, a clear line of 
demarcation was drawn between the duties of an Auditor 
and those of an Accountant. 


Scarborough Harbour Commissioners v. Robinson, 
Coulson, Kirkby & Co. (1934, Acct. L. R. 65). The Auditors 


A Ca^e Law on 
tlie Auditoib’ being 
exonerated from 
the charge of 
breach of duty for 
lion-reporting to 
shareholders of ihe 
n recoverability 
of certain booV 
debts 


of the Commissioners failed to detect Bad* 
Debts during the Audit and did not report 
this fact to them. G. Sellers & Co. Ltd.* 
fish salesmen, were tenants of Scarborough 
Harbour Commissioners. The former had 
arrears of rent and of amounts due for gas 
and sale of fish. The total of the amounts 
due was £351 which was considered bad. 
The Auditors never commented on this fact. 

The Commissioners brought this case against the Auditors 
to recover the above mentioned amount, because they had failed 
to do their duty. Mr. Justice Crossman held that the Auditors 
should have reported to the Commissioners about the existence 
of this bad debt. Also they ought to have inserted a note in the 
Balance Sheet to that effect. Auditors were found guilty of 
negligence of duty by the learned Judge who issued instructions 
for an investigation being held in respect of damages sustained 
by the Commissioners. The Auditors made an Appeal against 
this judgement. At the Court of Appeal, Justice Romer 

during his judgement observed, 14 1 do not think it is 

necessary or that it was necessary for him (Auditor) to call 
attention specially to the fact (Bad Debt), having regard to 
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the inquiries he hid made and the answers that he had 

received In my opinion the plaintiffs have failed to show 

that Mr. Robinson has been guilty of any breach of duty, and* 
in my opinion, this action should be dismissed with costs ” 

In re Allen Craig & Co. (London), Ltd. (1934. 50 
T.L.R. 301). In this case action was brought against the Auditor 
for not submitting his Report directly to the 
shareholders. The facts were that the Audit 
Report was prepared in time and duly 
submitted to the Secretary of the company. 
No General Meeting was, however, convened 
by the directors and as a result, the 
Auditor’s Report did not reach the share- 
holders It was held that the Auditor’s duty 
was confined to forwarding his Report to the Secretary or th<- 
Directors. And that duty had been fully discharged. If the 
shareholders did not get the Report because there was no 
General Meeting held, the Auditor could not be made to share 
blame for this failure on the part of the Directors. 


A Case Law which 
held that the 
Auditor’s dr tv was 
confined to forward- 
ing his ‘Report’ to 
the Secretary or 
the Directors 


In re S.P. Catterson & Sons, Ltd. (1937, 81 Acct., L.R. 621. 
An employee of the company did extensive defalcations in respect 
A Case Law which of sa,es - not revealed by the Audit. The 
judge of this ca did not find the Auditors 
negligent and acquitted them of liability for 
broach of duty. The poi’ ts advanced by him 
were that there had been favlt on the part of 
a Director in not realising from the employee, 
committing the fraud, the proceeds of sales 
done on behalf of the company. As the 
Judge rightly observed, the main respon- 
sibility for keeping the Accounts of a comp a' v in right order 
lay with the Directors. In the case under review, the Directors 
were found wanting in a proper sense of duty. The Auditors 
had drawn their attention to the loopholes subsisting in the 
system of recording certain sales and suggested remedies ; but, 
regrettably enough, the recommendations had been turned Aoyrfi. 

B.N. Mohan v. K.C.J. Satyqvadi. $ec. 22£^of the, Indian 
Companies Act (latest) deals with ^he question df appointment as 


established that the 
liability of the 
Auditor ceased as 
soon as he had 
drawn the attention 
of the Directors 
to tht defects in 
the accounting 
method 
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Auditor of a person other than the retiring Auditor. The 
requirements of this section are that a Special Notice must 
be served to the Company, by a shareholder when, by a resolution 
at an Annual General Meeting, a new person is intended to be 
appointed as the Company's Auditor. The company is to send a 
copy of the notice forthwith to the retiring Auditor. None of 
the above provisions of law was complied with in the present 
case, and the new Auditor did not care to 
ascertain from the company if the legal 
requirements were honoured. Besides, profes- 
sional etiquette demanded that an Auditor 
appointed in place of another would, before 
taking up the Audit Work, communicate with 
the predecessor and know from him the reasons of his not being 
reappointed. In this case the new Auditor did, of course, enter 
into a communication, but only two weeks after acceptance of 
the appointment. 

As it was the first offence of its kind on the part of the 
Auditor, he was relieved of his liability with a strong note of 
warning and on his paying the legal costs of all the parties 
related to the case. The Court however, formed the opinion 
that the conduct of the new Auditor was open to objection and 
that such violation of professional courtesy would normally 
debar one from continuing to remain a member of the Institute 
of Chartered Accountants of India. 


A Case Law on the 
Auditor’s liability 
where he is 
appointed in place 
of his predecessor 


The Deputy Secretary, Department of Economic Affairs, 
Ministry of Finance, Government of India v. S.N. Dasgupta 
(1955, 60 C.W.N. 124). In this case the Auditor was found 
guilty of professional misconduct. He violated the regulations 
that the members of the Institute of 
Chartered Accountants of India are to con- 
form to and this was a punishable offence. 
During the forties, a bank, named Aryan 
Bank, went into liquidation. The charge 
against the Auditor was that the Profit and 
Loss Account and the Balance Sheet for the 
years 1942, 1943 and 1944 signed by him did 
not exhibit a true and correct view of the 


A Case Law that 
found the Auditor 
guilty of profes- 
sional misconduct 
punishable under 
sections 20(2) and 
21(3) of the 
Chartered 
Accountants 
Act. 1940 


Bank’s state of affairs. The discrepancy lay in the fact that 
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the Auditor of the Bank had omitted to verify cash actually in 
hand and accepted instead a certificate from the Management. 
In the Audit of a Bank Balance Sheet, an exhaustive checking of 
cash in hand ought to be of imperative necessity. The Auditor 
had not exercised due skill or care in fulfilling this most 
important obligation of his. Failing to draw the attention of 
the shareholders to the unsatisfactory state of affairs of this 
Bank, he did a disservice not only to the shareholders that 
appointed him but to the cause of Joint Stock Companies in the 
country in general. A punishment of suspension from practice, 
for two years, was inflicted on him. 

Superintendent and Remembrancer of Legal Affairs, 
Bengal v. Akhil Bandhu Guha and others (1936, 40 C.W.N. 
1341). Akhil Bandhu Guha and two others were the Managing 
Directors of two companies, viz., Dhakeswari Cotton Mills, Ltd. 

and East Bengal Jute and Cotton Mill, Ltd. 
There were serious misdescriptions in the 
Balance Sheet of the former company for the 
year 1933. Large sums of money were 
advanced as loan to the latter company and 
thi" was never disclosed. Deposits used to 
be accepted by the Dhakeswari Cotton Mills, 
Ltd. from the customers as advance against 
orders and in the Balance Sheet of the 
company these Deposits were shown at a reduced figure on the 
Liabilities side, the loans granted to the other above named 
company being deducted therefrom. Another gross irregularity 
was that on the Assets side, under ‘Advances to Contractors and 
others’ loans given to the Managing Directors were merged, the 
fact of such loans not being shown on the face of the Balance 
Sheet. A case was instituted by the shareholders against the 
Managing Directors, the allegation being of a wilful making of 
a false statement in respect of the Balance Sheet. At the 
Magistrate’s Court, all the three Managing Directors were found 
.guilty and were sentenced to simple imprisonment for one week, 
and a fine of Rs. 500 each. On an appeal by the Managing 
Directors, the District Judge acquitted all of them, because he 
was of opinion that no criminal intention could be proved from 
the manner the Balance Sheet was drawn up. The Super- 


A Case Law on 
l lie Auditor’s 
liability foi senou9 
misdescriptions in 
the Balance Sheet 
and failure to 
make a prop, r 
disclosure of thi 
asset ilems and the 
liability items 
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intendent and Remembrancer of Legal Affairs, Bengal* lodged an 
'appeal’ to the High Court against the order of the District 
Judge. In the course of his judgement, Justice Cunliff thus 

observed : " It is quite obvious that a loan and a deposit 

are items differing completely in principle from the Balance 
Sheet point of view. Strictly speaking they ought to appear 
on different sides, for ono is an Asset and the other is a Liability. 
Consolidating the two and presenting them as one item to the 
readers, to my mind, is a striking case of non-disclosure, 

amounting to suppression of truth ” The learned Judge 

retained the award of the first court, viz., the court of the 
Magistrate witli only this modification that the period of impri- 
sonment was increased to three, months. On an appeal to the 
Local Government, the sentence of imprisonment was condoned. 


The observation of another High Court Judge, Henderson 
T., hearing the same case was that the Balance Sheet was false 
and grossly misleading. The opinion of the Auditor that the 
Balance Sheet had been properly drawn up was, therefore, of 
no value whatsoever. According to Justice Henderson, the 
Auditor did not carry out his duties to the shareholders properly, 
as he had not pressed and called their attention to his objection 
about the advances improperly made by the Dhakeswari Cotton 
Mills, Ltd. to the East Bengal Jute and Cotton Mill, Ltd. 

In re Union Bank of Allahabad, Ltd. (1925 I.L.R. 47 All. 
669). The Manager of the Union Bank of Allahabad, Ltd. 

made fictitious advances to several parties 
including his relatives, and also granted 
loans to various constituents which were 
shown as ‘fully secured and considered good’. 
The Bank went into compulsory liquidation, 
and the Official Liquidator brought an action 
against the Auditor and the Directors of the 
Bank for payment of dividends out of 
fictitious profits resulting in payment of 
dividends out of capital. These advances and 
loans, as a matter of fact, were not at all secured, and hence, 


A Case Law in 
which the 
Directors and the 
Auditor were l>oth 
found guilty for 
having signed an 
improperly drawn 
up Balance Sheet 
showing fictitious 
loans and advances 
as an Asset 


* This officer is in charge of the iudicial department of the Provincial 
Government, and has power to appeal against the judgements of lower courts 
to the High Court. 
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could not be considered good. On the contrary, the major 
portion of the moneys lent was irrecoverable. In the course of 
his judgement, Justice Walsh remarked : “I come without 
hesitation to the conclusion. . . .that the Directors have failed to 
show that they had any reasonable belief and that they are 
liable, each of them for the payment which they approved either 
by Resolution or by signing the Balance Sheet, and the Report 
by which it was recommended, for dividends paid out of capital 

from 1915 to 1923 In my opinion, Mr. De was guilty of 

signing a false statement of a Balance Sheet as Auditor. Unless 
Auditors are to be held strictly to their legal liability, however 
honest they may be. the object of the Legislation in requiring a 
certificate from them is absolutely defeated 

It was held by the Court that both the Directors and the 
Auditors were liable for the payment of dividends out of capital 
through falsification of Accounts. 

The Registrar of Companies, Bombay v. P.M. Hedge 
f 1954, -The Chartered Accountant’, Vol. II, p. 604). The 
Auditor, Mr. P.M. Hedge, of the Rural Bank of India, Ltd. was 
prosecuted, because he had failed to report to the shareholders 
of the true a”d fair view of the state of 
affairs of the Bank. On the Balance Sheet 
dates, the Auditor did not verify the ‘Cash 
in hand’ at the Head Office for the years 
1945-49. As a matter of fact he verified 
Cash about five weeks later than the dates of 
the Balance Sheets, and never checked the cash transactions of 
the intervening periods. Besides, he failed to report to the 
shareholders of the fact that the provis’ons of the Companies 
Act were not complied with in respect of amount received from 
applicants for Shares of the Banking company which should have 
been deposited into a Scheduled Bank and kept earmarked until 
the company got permission to commence business. The 
Managing Director of the above named Bank was also the 
Manager of an Investment Company. During investigation it 
was found that the Share Application Money of the Bank was 
wrongly applied and that fictitious depbsits were shown in the 
Investment Company’s books to be made use of for purchasing 


A Ca«e Law on 
non-Verification of 
‘Cash in hand’ and 
non-Detertion of 
‘window-dressing’ 
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Shares of the Bank. Also was revealed that Loans and 
Advances — all sham and unreal — appeared as Assets in the 
Bank’s books. The Auditor failed to detect the irregularities 
including the ‘window-dressing’ on the Balance Sheets of the 
Bank. To put it in the words of Their Lordships : “The very 
failure to deposit the moneys should have roused his (Auditor's) 
suspicion, and very probably a searching inquiry would have 
revealed the fact that the major allottees of the Shares had not 
paid for the large number of Shares allotted to them. We, 
therefore, agree with the Council of the Institute of Chartered 
Accountants that the Respondent (Auditor) failed to discharge 
his duty as an Auditor of The Rural Bank of India. Ltd., and he 
was guilty of gross negligence.’’ It was, however, held by the 
Court that as the Auditor was not found guilty of moral 
turpitude, only a warning should be meted out to him. 


/w re G.M. Oka (1925, The Chartered Accountant, Vol. I, 
pp. 40-42). Trinity Mutual Assurance Co., Lid. was directed 
by the Assistant Controller of Insurance to furnish a certificate 


A Ca«e Law on the 
Auditor’ 1 ? liability 
for failure to make 
a plivMcal verifi- 
cation of Securities 
hold by the client 


from the Auditors of the company as to the 
Securities held by the company as at 31st. 
December 1949. Mr. G.M. Oka, the Auditor, 
gave a certificate as required The book 
value of the Securities held by the company 
as certified by the Auditor was shown at 
Rs. 5.98.400 which was wrong. For. a part of the Securities 
valued at Rs. 1,00,000 was pledged with a Bank as security 
against an overdraft. Thus the Insurance Company had not 
been holding the minimum value of Securities as required by the 
Insurance Act of 1938. The Auditor never made a physical 
inspection of the Securities and failed to report that a part of 
the Securities was pledged with a Bank against an overdraft. 


It was held by the Court that the Auditor was liable for 
professional misconduct and that his practising licence be 
cancelled for six months because he had failed to verify the 
Assets. In the course of his judgement. Justice Chagla 
remarked, “The very defence and the very explanation renders 
the Auditor unfit to continue as a Member of the Institute of 
Chartered Accountants His certificate, his signature, his 
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verification carry great weight, and they are usually accepted as 
correct and genuine. In this particular case the Assistant 
Controller of Insurance accepted the certificate, did not prosecute 
the Insurance Company, and it wa3 only when it was found out 
by the Assistant Controller that the certificate was not genuine, 
and that he had been misled and deceived, that he preferred a 
complaint to the Institute of Chartered Accountants. Under 
the circumstances, we think that the proper order we should pans 
is that the name of the Auditors shall be temporarily removed 
from the Register of Chartered Accountants for a period of six 
months.” 


Baidya Nath v. Emperor (1035, A.I.R., Cal. 741>. In the 

early years of a company after the commencement of business’ 

A Casr Law on only formation expenses should be charged to 

the Audiioi's Putiminary Erpcnecs. In order to show 

liability in the more profits, if ‘incorporation expenses’ are 

mattpi of wrong charged to Preliminary Expenses, instead of 

siowm„ of Prrli- ‘Revenue’, the provisions of the Companies 

min ary Expenses 

(the organisation Act wilt be violated, and the Balance Sheet 

expenses not ha\mg anf l the Profit and Lo ,s Account will not 

been \t rificd exhibit a true and fai’’ viiw of the state of 

properly) the affairs of the company. In this case the 

Auditor certified a Balance Sheet in which the Preliminary 

Expenses were shown incorrectly, because a part of Revenue 
Expenses were incorporated under this ht ad, thus inflating the 
trading profits. 

It was held by the Court that it was the duty of the Auditor 
to verify the organisation expenses. Otherwise, he would 
commit a technical offence under the Companies Act for 
certifying a Balance Sheet containing fth n statements. 


Certain Case Laws have in earlier chapters been dealt 
with in this book. To avoid making the present work a 
voluminous one. an introduction of them a 


A mention of the 
Case Laws dis- 
cussed in the 
foregoing Chapters 


second time in this Chapter has not been 
done. Here are given only their citations 
and the Chapters under which they have 
earlier been discussed. All of these cases 


have their bearing on the question of the Auditors’ liability. 
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Chapter IX : Depreciation 

(i) Lee v. Neuchatel Asphalte Co., Ltd. (1889, 41 Ch. 1). 

(ii) Vemer v. General and Commercial Investment 
Trust, Ltd. (1894, 2 Ch. 239). 

(iii) Wilmer v. McNamara & Co., Ltd. (1895, 2 Ch. 245). 

(iv) Bond v. Barrow Haematite Steel Co., Ltd. (1902, 
1 Ch. 358). 

(v) Crabtree, Thomas v. Crabtree (1912, 106, L. T 49). 

Chapter X : Reserves and Sinking Funds 

(i) Arthur E. Green & Co. v. The Central Advance & 
Discount Corporation, Ltd. (1920, Aeet. L. R. LXIII, 
p. 1). 

(ii) Dovey v. Cory ( National Bank of Wales case ) 
(1901, A. C. 477). 

(iii) Newton v. Birmingham Small Arms Co., Ltd. 
(1906, 2 Ch. 378). 

(iv) Rex v. Kylsant and Morland ( Royal Mail Steam 
Packet Co., Ltd. case ) (1931, Acct. p. 109 et seq.). 

Chapter XI : Payment of Dividends 

(i) Foster v. The New Trinidad Lake Asphalte Company, 
Ltd. (1901, 1 Ch. 208). 

(ii) Lubbock v. The British Bank of South America, Ltd. 
(1892, 2 Ch. 198). 

(iii) Bolton v. Natal Land and Colonisation Co., Ltd. 
(1892, 2 Ch. 124). 

(iv) Ammonia Soda Co., Ltd. v. Chamberlain and Others 
(1918, 57 Acct. L. R. 14). 

Liabilities incurred by a Company Auditor under 
certain Sections of the Companies Act. A number of Sections 
are quoted here verbatim from the Companies Act. These 
Sections dwell on the liabilities, that the officer of a company 
may incur under particular eventualities. To guard against 
running into a liability, an Auditor would always do well to 
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carefully go through the contents of the cited Sections ; for, he 
"will b© treated as an officer of the Company whose Account 
Books are under his Audit. 


477. (i) The Court may, at any 

time after the appointment of a provisional 
liquidator or the making of a winding 
up order summon before it any officer of the 
company or person known or suspected to 
have in his possession any property or books 
or papers, of the company, or known or 
suspected to be indebted to the company, or 
any person whom the Court deems capable of giving information 
concerning the promotion, formation, trade, dealings, property, 
books or papers, or affairs of the Company. 


Power to summon 
persons suspected 
of having property 
of company, etc. 


(2) The Court may examine any officer or person so 

summoned on oath concerning the matters aforesaid, either by 

word of mouth or on written interrogatories ; and may, in the 
former case, reduce his answers to writing and require him 
to sign them. 

(3) The Court may require any officer or person so 

summoned to produce any books and papers in his custody or 

power relating to the company ; but, where he claims any lien 
on books or papers produced by him, the production shall be 
without prejudice to that lien, and the Court shall have 
jurisdiction in the winding up to determine all questions 
relating to that lien. 

(4) If any officer or person so summoned, after being paid 
or tendered a reasonable sum for his expenses, fails to appear 
before the Court at the time appointed not having a lawful 
impediment (made known to the Court ai ihe time of its sitting 
and allowed by it), the Court may cause him to be apprehended 
and brought before the Court for examination. 

’[(5) If, on his examination, any officer or person so 
summoned admits that he is indebted to the company, the Court 
may order him to pay to the provisional liquidator or, as the 
case may be, the liquidator at such time and in such manner 


l Ino- by Act 65 of 1960. s 176. 
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as to the Court may seem just, the amount in which he is 
indebted, or any part thereof, either in full discharge of the 
whole amount or not, as the Court thinks fit, with or without 
costs of the examination. 


( 6 ) If, on his examination, any such officer or person 
admits that he has in his possession any property belonging 
to the company, the Court may order him to deliver to the 
provisional liquidator or, as the case may be, the liquidator, 
that property or any part thereof, at such time, in such manner 
and on such terms as to the Court may seem just. 

(7) Orders made under sub-sections (5) and (6) shall be 
executed in the same manner as decrees for Ihe payment of 
money or for the delivery of property under the Code of Civil 
Procedure, 1908, respectively. 

(8) Any person making any payment or delivery in 
pursuance of an order made under sub-section (5) or sub- 
section (6) shall by such payment or delivery be, unless olhenvi.se 
directed by such order, discharged from all liability whatsoever 
in respect of such drt.it or property.) 


Power to older 
public examination 
o£ promoters, 
director-, etc. 


478. (1) When an order has been made 

for winding up a company by the Court, and 
the Official Liquidator has made a report to 
the Court under this Act, stating that 
in his opinion a fraud has been committed 
by any person in the promotion or formation 
of the company, or by any officer of the 
company in relation to the company since its 
formation, the Court may, after considering 
the report, direct that that person or officei 
shall attend before the Court on a day 
appointed by it for that purpose, and be 
publicly examined as to the promotion or 
formation or the conduct of the business ot 
the company, or as to his conduct and dealings 
as an officer thereof. 


(2) The Official Liquidator shall take part in the examina- 
tion, and for that purpose may, if specially authorized by the 
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Court in that behalf, employ such legal assistance as may be 
sanctioned by the Court. 

(3) Any creditor or contributory may also take part in the 
examination either personally or by any advocate, attorney or 
pleader entitled to appear before the Court. 

(4) The Court may put such questions to the person 
examined as it thinks fit. 

(5) The person examined shall be examined on oath, and 
shall answer all such questions as the Court may put, or allow 
to be put, to him. 

(6) A person ordered to be examined under this section — 

(a) shall, befoie his examination, be furnished at his 
own cost with a copy of the Official Liquidator’s 
report ; and 

( b ) may at his own cost employ an advocate, attorney or 
pleader entitled to appear before the Court, •who shall 
be at liberty to put to him such questions as the 
Court may deem just for the purpose of enabling 
him to explain or qualify any answers given by him. 

(7) O’) If any such person applies to the Court to be 
exculpated from any charges made or suggested against him, 
it shall be the dutv of the Official Liquidator to appear on the 
hearing of the application and call the attention of the Court 
to any matters which appear to the Official Liquidator to be 
relevant. 

(6) If the Court, after hearing any evidence given or 
witnesses called by the Official Liquidator, grants the application, 
the Court may allow the applicant such costs as it may think fit. 

(8) Notes of the examination shall be taken down in writing, 
and shall be read over to or by, and ,’igned by, the person 
examined ; and may thereafter be used in evidence against him, 
and shall be open to the inspection of any creditor or contributory 
at all reasonable times. 

(9) The Court may, if it thinks fit, adjourn the examination 
from time to time. 

(10) An examination under this section may, if the Court 
so directs and subject to any rules made in this behalf, be held 
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before any District Judge, or before any officer of the High 
Court, being an Official Referee, Master, Registrar or Deputy 
Registrar. 

(11) The powers of the Court under this section as to the 
conduct of the examination, but not as to costs, may be exercised 
by the Judge or officer before whom the examination is held 
in pursuance of sub-section (10). 


Penalty for falsi- 
fication of books 


539. If with intent to defraud or 
deceive any person, any officer or contributory 
of a company which is being wound up — 


(a) destroys, mutilates, alters, falsifies or secretes, 
or is privy to the destruction, mutilation, alteration, 
falsification or secreting of, any books, papers «or 
securities ; or 


(b) makes, or is privy to the making of, any false or 
fraudulent entry in any register, book of account 
or document belonging to the company ; 


he shall be punishable with imprisonment for n term which 
may extend to .seven years, and shall also be liable to fine. 


543. (1) If in the course of winding up 

a company, it appears that any person who 
has taken part in the promotion or formation 
of the company, or any past or present 
director, managing agent, secretaries and 
treasurers, manager, liquidator or officer of 
the company — 

(la) has misapplied, or retained, or become liable or 
accountable for, any money or property of the 
company ; or 

(6) has been guilty of any misfeasance or breach of 
trust in relation to the company ; 

the Court may, on the application of the Official Liquidator, 
of the liquidator, or of any creditor or contributory, made within 
the time specified in that behalf in sub-section (2), examine 
into the conduct of the person^ director, managing agent, 
secretaries and treasurers, manager, liquidator or officer afore- 


Power of Court to 
assess damages 
against delinquent 
directors, etc. 
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said, and compel him to repay or restore the money or property 
or any part thereof respectively, with interest at such rate as 
the Court thinks just, or to contribute such sum to the assets 
of the company by way of compensation in respect of the 
misapplication, retainer, misfeasance or breach of trust, as the 
Court thinks just. 

(.2) An application under sub-section (1) shall be made 
within five years from the date of the order for winding up, 
or of the first appointment of the liquidator in the winding 
up, or of the misapplication, retainer, misfeasance or breach 
of trust, as the case may be, whichever is longer. 

( 5 ) This section shall apply notwithstanding that the 
matter is one for which the person concerned may be criminally 
liable. 

545. ( 1 ) If it appears to the Court in 

the course of a winding up by, or 
subject to the supervision of. the Court, 
that any past or present officer, or any 
member, of the company has been guilty of 
any offence in relation to the company, the 
Court may, either on the application of any 
person interested in the winding up or of 
its own motion direct the liquidator either 
himself to prosecute the offender or to refer 
the matter to the Registrar. 

(2) If it appears to the liquidator in the course of a 
voluntary winding up that any past or present officer, or any 
member, of the company has been guilty of any offence in 
relation to the company, he shall forthwith report the matter 
to the Registrar and shall furnish to him such information and 
give to him such access to and facilities for inspecting and 
taking copies of any books and papers, being information or 
books and papers in the possession or under the control of the 
liquidator and relating to the matter in question, as the 
Registrar may require. 

• 

(3) Where any report is made under sub-section (2) to the 
Registrar, he may, if he thinks fit, refer the matter to the 
Central Government for further inquiry.' 


Prosecution nf 
delinquent officers 
and members of 
company 
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The Central Government shall thereupon investigate the 
matter and may, if it thinks it expedient, apply to the Court 
for an order conferring on any person designated by the Central 
Government for the purpose, with respect to the company 
concerned, all such powers of investigating the affairs of the 
company as are provided by this Act in the case of a winding 
up by the Court. 

( 4 ) If on any report to the Registrar under sub-section 
(2), it appears to him that the case is not one in which 
proceedings ought to be taken by him, he shall inform the 
liquidator accordingly, and thereupon, subject to the previous 
sanction of the Court, the liquidator may himself take 
proceedings against the offender. 

(5) If it appears to the Court in the course of a voluntary 
winding up that any past or present officer, or any member, of 
the company has been guilty as aforesaid, and that no report 
with respect to the matter has been made by the liquidator to 
the Registrar under subsection (2), the Court may, on the 
application of any person interested in the winding up or of 
its own motion, direct the liquidator to make such a report, 
and on a report being made accordingly, the provisions of this 
section shall have effect as though the report had been made 
in pursuance of the provisions of sub-section (2). 

(6) If, where any matter is reported or referred to the 
Registrar under this section, he considers that the case is one 
in which u prosecution ought to be instituted, he shall report 
the matter to the Central Government ; and that Government 
may. after taking such legal advice as it thinks fit, direct the 
Registrar to institute proceedings : 

Provided that no report shall be made by the Registrar 
under this sub-section without first giving the accused person 
an opportunity of making a statement in writing to the Registrar 
and of being heard thereon. 

( 7 ) When any proceedings are instituted under this section, 
it shall be the duty of the liquidator and of every officer and 
agent of the company past and present (other than the defendant 
in the proceedings) to give all assistance in connection with the 
prosecution which he is reasonably able to give. 
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For the purposes of this sub-section, the expression "agent”, 
in relation to a company, shall be deemed to include any banker 
or legal adviser of the company and any person employed by 
the company as auditor. 

(8) If any person fails or neglects to give assistance in 
the manner required by sub-section (7), the Court may, on the 
application of the Registrar, direct that person to comply with 
the requirements of that sub-section. 

(9) Where any such application is made with respect to 
a liquidator, the Court may, unless it appears that the failure 
or neglect was due to the liquidator not having in his hands 
sufficient assets of the company to enable him so to do, direct 
that the costs of the application shall be borne by the liquidator 
personally. 


621. (2) No court shall take cognizance 

of any offence against this Act (other than an 
offence with respect to which proceedings are 
instituted under section 545), which is alleged 
to have been committed by any company or 
any officer thereof, except on the complaint in 
writing of the Registrar, or of a shareholder 
of the company, or of a person authorised 
by the Central Government in that behalf : 
Provided that nothing in this sub-section shall apply to a 
prosecution by a company of any of its officers. 


Offence against Act 
to be cognizable 
only on complaint 
by Registrar, 
shareholder or 
Government 


iT(M) Notwithstanding anything contained in the Code of 
Criminal Procedure, 1898, where the complainant under sub- 
section (2) is the Registrar or a person authorised by the Central 
Government, the personal attendance of the complainant before 
the Court trying the offence shall not be necessary unless the 
Court for reasons to be recorded in writing requires his personal 
attendance at the trial.] 


( 2 ) Sub-section (2) shall not apply to any action taken 
by the liquidator of a company in respect of any offence alleged 
to have been committed in respect of any of the matters included 
in Part VII (sections 425 to 560) or in any other provision 
of this Act relating to the winding up of companies. 


I Ins. by Act 65 of 1960. s. 202. 

15 
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(5) A liquidator of a company shall not be deemed to be an 
officer of the company, within the meaning of sub-section (i). 

625. (1) In respect of any case institu- 

ted upon the complaint of a shareholder 
against the company or any officer thereof 
in pursuance of section 621, the provisions 
of section 250 of the Code of Criminal pro- 
cedure, 1898, shall not apply ; and the 
following provisions shall apply instead. 

( 2 ) If the Magistrate by whom any such case is heard 
discharges or acquits all or any of the accused, and is of opinion 
that the accusation against them or any of them was false and 
either frivolous or vexatious, the Magistrate may, by his order 
of discharge or acquitlal, if the shareholder upon whose com- 
plaint the accusation was made is present, call upon him 
forthwith to show cause why he should not pay compensation 
to such accused, or to each or any of such accused when there 
is more than one, or if such shareholder is not present, direct 
the issue of a summons to him to appear and show cause as 
aforesaid. 

(S) The Magistrate shall record and consider any cause 
which such shareholder may show ; and if the Magistrate is 
satisfied that the accusation was false and either frivolous or 
vexatious, he may, for reasons to be recorded, direct that 
compensation to such amount as he may determine be paid by 
such shareholder to the accused or to each or any of them, not 
exceeding one thousand rupees in all. 

(4) The Magistrate may. by the order directing payment 
of the compensation under sub-section (S'), further order that, 
in default of payment, the shareholder ordered to pay such 
compensation shall suffer simple imprisonment for a term not 
exceeding two months. 

(5) When any person is imprisoned under sub-section (41, 
the provisions of sections 68 and 69 of the Indian Penal Code 
shall, so far as may be/apply. 

(6 1 No person who has been directed to pay compensation 
under this section shall, by reason of such order, be exempted 


Payment of com- 
pensation in cases 
of frivolous or 
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from any civil or criminal liability in respect of the complaint 
made by him : 

Provided that any amount paid to an accused person under 
this section shall be taken into account in awarding compensation 
to such person in any subsequent civil suit relating to the same 
matter 

(7) A complainant who has been ordered to pay compen- 
sation under sub-section (3) by a Magistrate may appeal from 
the order, in so far as it relates to the payment of compensation, 
as if such complainant had been convicted on a trial held by such 
Magistrate 

(8) Where an older for payment of compensation to an 
accused person is made, the compensation shall not be .paid to 
him before the period allowed for the presentalion of the appeal 
under sub-section (7) has elapsed ; or, if an appeal is presented, 
before the appeal has been decided 


628. If in anv return, report, certificate, balance sheet, 


Penalty for false 
statements 


prospectus, statement or other document 
required by or for the purposes of any 
of the provisions of this Act, any person 


makes a statement— 


(a) which is false in any material particular, knowing 
it to be false ; or 


(b) which omits anv material j.act knowing it to be 
material ; 

he shall, save as otherwise expressly provided in this Act, be 
punishable with imprisonment for a term which may extend to 
two years and shall also be liable to fine 


Power of Conrt to 
grant relief in 
certain cases. 


633. ( 1 ) If in any proceeding for 

negligence, default, breach of duty, mis- 
feasance or breach of trust against an officer 
of a company, it appears to the Court 
hearing the case that he is or may be liable 
in respect of the negligence, default, breach 
of duty, misfeasance or breach of trust, but 


that he has acted honestly and reasonably, and thafl*having 
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regard to all the circumstances of the case, including those 
connected with his appointment, he ought fairly, to be excused, 
the Court may relieve him, either wholly or partly, from his 
liability on such terms as it may think fit. 

1 [Provided that in a criminal proceeding under this sub- 
section, the Court shall have no power to grant relief from any 
civil liability which may attach to an officer in respect of such 
negligence, default, breach of duty, misfeasance or breach of 
trust.] 

s [(2) Where any such officer has reason to apprehend that 
any proceeding will or might be brought against him in respect 
of any negligence, default, breach of duty, misfeasance or breach 
of trust, he may apply to the High Court for relief and the 
High Court on such application shall have the same power to 
relieve him as it would have had if it had been a Court before 
which a proceeding against that officer for negligence, default, 
breach of duty, misfeasance or breach of trust had been brought . 
under sub-section ( 1 ). 

(5) No Court shall grant any relief to any officer under 
sub-section (1 ) or sub-section (2) unless it has, by notice served 
in the manner specified by it, required the Registrar and such 
other person, if any, as it thinks necessary, to show cause why 
such relief should not be granted.] 

QUESTIONS ON CHAPTER XIV 

1. What is meant by Audit Case Laws ? Examine the 
importance and weight of such laws. 

\ Hints : Case Laws are the laws, laid down by the decisions of 
the Courts with regard to some particular facts; and 
figures. Of these, those which are closely connected with 
Audit are termed as Audit rase Laws. The Audit Case 
Laws guide an Auditor as regards his rights, duties and 
liabilities, his position and his moral obligations. These 
Case Laws which are supposed to guide an Auditor 
should never he considered to be absolute ; regard must 
be had to every particular situation.] 


1 Ins. by Act 65 of I960, s. 206. 

2 Subs, bv s. 206. ibid., for sub-section (2). 
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2, “An Auditor is a watch-dog and not a bloodhound.*’— 

Discuss the statement. (B. Com.) 

[ Hints : The statement under quotation was a remark from the 
learned Judge, Lopes L. J., in the celebrated case of 
Kingston* Cotton Mill Co . Ltd., when he examined the 
question of an Auditor's duty and liability in the matter 
of valuation and verification of ‘ Stock-in-trade \ The 
Auditor may rely on the tried servants, of the Manage- 
ment regarding such valuations and verifications, provided 
he takes reasonable care . He must always protect the 
interests of the shareholders ; but where he has no 
reason to be suspicious, he should not unnecessarily 
assume that mischief has been made by somebody. The 
Auditor must not be made liable for not tracking out 
ingenious and carefully laid schemes of fraud.] 

3. How far, if at all, has the position of an Auditor as laid 
down in the “Kingston Cotton Mill Co., Ltd.” and “The London 
and General Bank" cases been affected by the judgement in the 
“City Equitable Eire Insurance Co., Ltd.” case ? 

(B. Com.) 

[Hints : Please refer to the facts and judgement of the cases as 
discussed in the book earlier. All the three cases deal 
with the question of the liabilities of an Auditor for 
non-detection of frauds and defalcations. In the 
Kingston Cotton Mills case the Auditor was relieved of 
assessing the Stock-in-trade personally. It was held 
that the Auditor was entitled to accept a certificate from 
the tried officials of a concern, provided scope for 
suspicion was absent, hi the London and General Bank 
case , on the other hand, it was indicated that the Auditor 
should not only check the accuracy of the Accounts but 
should also satisfy himself whether the Books of 
Accounts showed a true position. It is, therefore, 
evident that the two decisions are conflicting in nature ; 
for, in one case the Auditor was freed from liability, 
while in the other he was found liable. The City 
Equitable Fire Insurance Co. Ltd. case has, of course, 
imposed greater burden on the Auditor. The position 
of an Auditor as laid down in the Kingston Cotton Mills 
and the London and General Bank cases has not been 
so noticeably affected since after the publication of the 
City Equitable Fire Insurance case decision, as the 
judges in each of the above cases advanced cogent 
reasonings in giving their verdict. An Auditor^paould, 
however, find a pointed and specific direction from the 
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judgement of the Fire Insurance Co. case, while prior to 
that he had to J a hour under a vagueness as to the exact 
scope of his duty, the earlier two case decisions being 
conflicting and, to some extent, vague.J 

A. What do you understand by window-dressing of a Balance 
Sheet ? Gi\e two examples. What U the liability of an Auditor 
in this matter ? (B. Com.) 

[ Hints : In popular parlance, “window-dressing’* means the art 
of making the most of one’s wares or merits. In the 
realm of Accountancy and Auditing, the term, however, 
has a different meaning. There it means the act of 
making the Balance Sheet show a better picture of the 
stale of affairs of a concern than what the actual 
position warrants. So “window-dressing”, naturally, is 
tantamount to fraud. An Auditor will be held guilty 
when he fails to delect such “window-dressing” as may 
easily be delected by a little vigilance. (Refer to 
Da\ar & Sons, Ltd. v. M. S. KriMinaswami case.) But 
a well-planned “window-dressing” which is difficult to 
detect by the exercise of ordinary care and industry does 
not make an Auditor liable, (liefer to City Equitable 
Eire Insurance Co. Ltd. ease.)] 

, 6. “Information and means of information are by no means 

equivalent terms An Auditor who gives shareholders means of 

information, instead of information, does so at his peril.” 

Explain the above by giving concrete examples. 

(B. Com.) 

\ Hints : While pronouncing judgement in the London and General 
Bank case, Lord Lindley made his remark in the way 
quoted above. The Auditor in the case, in spile of being 
fully aware of the fact that the Loans and Advances 
granted by the Bank to its constituents were not 
reasonably secured and that the Provision for Doubtful 
Debts was utterly inadequate, qualified his Report to the 
shareholders by merely adding that “the value of the 
Assets as shown by the Balance Sheet is dependent upon 
realisation.” Now, such a statement would naturally 
bewilder the shareholders and others connected with the 
Bank, and its business- A conscientious Auditor should 
always be true to his moral obligation and must not 
rest contented by merely giving what the learned Judge 
called “means of information”. He is expected to give 
actual facts and figures, i.e., the information in full 
detail. Else, he would always run the risk of being 
/ield liable for damages.] 
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<3. lo help lum in the preparation and Audit of the Accounts 
of a Limited Company engaged in road construction work, the 
company s Auditor employed an Articled Clerk who had passed 
the hnal examination of the Institute of Chartered Accountants of 
India, The Auditor certified the Balance Sheets in complete 
reliance on the work done by the Articled Clerk. The Directors 
and the Secretary of the company signed the Balance Sheets by 
completely relying upon the Auditor’s work. 

In the Balance Sheets as at December 31. 1950 and 1951, 
Profits of Rs. 5(5,000 and Its t>3,000 respectively were shown on 
a Paid-up Capital of Rs. 20 000, and large dividends had been 
declared. On account of financial difficulties t lie company w’ent into 
'Compulsory liquidation in 1952. The Liquidator, on a scrutiny of 
the Accounts, came to the* conclusion that there was no wilful 
di s honesty on the part of the \uditor, tin* Din rfors or the Secretary 
of the company, but that in the Balance Sheets of both the years, 
tin ‘work in progress was valued on items of work, some of which 
had not been carried out in the respective years concerned. * Also 
some liability invoices *enl in by creditors had not been taken 
into account as the Bills Payable Book had not been properly 
w-ri'ten up to date, but there was ample oilier evidence to suggest 
the existence of such invoices. 

tf the fads now revealed had been properly considered and 
assessed, the Prefits for 1950 and 1951 w r ould have been only 
Rs. 150 and IN. 175. In the above circumstances, docs any liability 
attach to the fa) Auditor, (b) Directors or fe) Secretary ? 
Give complete reasons for your answer. (B. Com.) 

[Hint* : The Auditor, on signing the Report on the Balance 
Sheet, assume® full responsibility of his job. And the 
responsibility does not stand properly discharged when 
the Balance Sheet docs not reflect the tru*' picture of the 
profit position. Though m this case ‘wilful dishonesty' 
is absent (as observed by the Liquidator ot the company), 
vet it cannot be denied that a close inspection of the 
Bills Payable Book and a careful check oil the ‘work- 
in-progres c ' valuation would have enabled the Auditor 
to detect the glaring inflation in the volume of profits. 
Here, evidently, the Auditor did none of such things, 
either himself or through his Audit Clerk, and as such 
he has to be found uuiltv of misfeasance. The 
Directors and the Secretary, however, may escape legal 
consequences, for I he reason that they have nothing to 
do in the matter of preparing the Balance Sheet. 
Nevertheless, it w'ould always be expected of them that 
they would exereise a strict vigilance on how the^natters 
went on in the concern under their manage^penj*j^ 
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The facts of the case cited in the question are 
analogous to those of the well-known English case in re 
Westminster Road Construction Co., Ltd. which has 
been discussed in detail under Chapter XIV.] 

7. An employee of a limited liability company has 
misappropriated funds of the company. How would the Auditor’s 
liability be affected in consequence of : — 

(i) The Directors' contributory negligence ; 

(ii) Written instructions from the Board of Directors to 
the Auditor to carry out only a partial Audit ; 

(iii) A provision in the company’s Articles of Association 

that the Auditor is to be held indemnified by the 
company in all cases except that of his own lawful 
negligence ? (B. Com.) 

[Hints : (i) An Auditor is the Agent of the shareholders in a 
limited liability company. So, he has to take every 
reasonable care to detect fraud, no matter who is involved 
in the same. The Auditor’s liability is not lessened simply 
on the ground that the Directors were negligent. As* 
regards (ii) and (in), it should he noted that the rights, 
duties and liabilities of an Auditor of a limited liability 
company are clearly defined in the Companies Act. So 
such written instructions from the Directors and the 
peculiar provisions of the Articles are ultra vires.] 

8. Discuss the principle involved in the case Lee v. Neuchatel 

Asphalte Co.. Ltd. and criticise the judgement from the point of 
view of commercial expediency. (B. Com.) 

[Hints • Neuchatel Asphalte Co., Ltd. was formed to acquire and 
work a mine under lease. The Articles of Association 
of the above named company provided that the Directors 
would not he under any compulsion to reserve moneys 
for renewing or replacing any lease. Though consi- 
derable amounts were written off from year to year, in 
a particular year no depreciation of the company'® 
properly had been provided for. And this non-pro\ ision 
of depreciation was objected to by one Mr. Lee, who 
brought action against the Directors. The decision of 
the Court was in favour of the Directors. A glimpse of 
the principle imohed in the case under study can be 
had from the following observations of the learned 
Judge : .If a company is formed to acquire or work 

property of a wasting nature, e.g., a mine, quarry or 
patent, the capital expended in acquiring the property 
miy be regarded as sunk and gone, and if the company 
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retains assets sufficient to pay its debts* any excess of 
money obtained by working the property over the 
cost of working it may be divided among the 
shareholders ” 

It should be understood that when dividend is paid* 
depreciation on the Assets of the company not having 
been charged against the profit*, such payment would 
indicate slow and gradual repayment of capital. And 
this sort of arrangement should be welcomed as it does 
not allow large funds to remain in the hands of the 
Directors who may not utilise them for purposes 
bonafide. From the point of view of commercial 
expediency non-charging of depreciation should be 
allowed only where an Asset, such as a leasehold mine , 
is not to be renewed after the expiry of the lease period. 
But if renewal or replacement is lo be done, depreciation 
must be provided for before div idend payment and 
moneys set apart for being available when funds would 
be required for renewing or replacing the Asset. Under 
see. 205 of the present Companies Act, provision for 
depreciation must have been made before dividend 
declaration could be called regular.] 

9. State the ease of Wilmer versus McNamara and Co., Ltd. 
and comment on the judgement delivered by Stirling J. 

Can the Shareholders refuse to pass or can they reduce or 
increase the rate of any dividend recommended by the Board of 
Directors ? (B. Com.) 

[ Hints : The shareholders of McNamara and Co., Ltd. objected 
to the declaration of dividend, out of profits of the 
current year, on the ground that depreciation was not 
provided on the fixed assets. The Judge, however, 
favoured pajunent of such dividend. With commercial 
expediency in view, the judgement cannot be appreciated, 
since depreciation on fixed assets is always a trading 
loss, and has, therefore, to be provided for prior to 
declaration of any dividend. Under the present 
Company Law, making adequate depreciation on all 
assets should invariably be insisted upon before any 
dividend would be paid. 

Shareholders can reduce, or even refuse to pass, 
the proposed dividend, of the business. The Companies 
Act, however, does net empower the shareholders to 
increase the rate of dividend as recommendedV^by the 
Board.] 
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10. The Auditor of a Private Limited Company, all the three 
shareholder of which are its Directors, gives a full report to the 
Hoard of Directors but does not give similar information in his 
report to the shareholders. What, if any, is his liability in the 
matter ? (M. Com.) 

[Hints : If the Auditor of a Private Limited Company reports to 
the Directors, who are also the only shareholders of 
the company, about the imperfection in the maintenance 
of the Account Books, he is not liable for damages on the 
ground of negligence of duty. In the case Pendleburys 
Ltd . v. Ellis Green # Co. the Auditor reported to the 
Directors of this Private Limited Company that they 
were unable to conduct an exhaustive Audit due to the 
defects in the accounting method. The Directors took 
no aclion in the matter. Subsequently defalcation of 
cash was perpetrated, and the Directors brought a suit 
against the Auditor, claiming damages. Ti was held by 
the Court lliat the Auditors were not liable because they 
had duly reported about the loopholes in the accounting 
system to the Directors of the company who, in this 
case, were the sole shareholders.] 

11, Discuss the question of liabilities of an Auditor if it 
w r ere subsequently discovered that the accounts that were certified 
by him contained false and fraudulent entries. (M. Com.) 

| Hints : If the Auditor certifies a Balance Sheet compiled from 
Account Books that contain false or fraudulent entries, 
he will be liable for misfeasance. In the Union Bank 
of Allahabad Ltd . case the Bank went into liquidation 
due to heavy losses. It was discovered that enormous 
advances had been made to fictitious persons by the 
Manager, Besides, large sums of loans had been granted 
to men w’lio never existed. These Loans and Advances 
were described in the Balance Sheet as fully secured. 
So it is out of false profits that the dividends were 
paid. The Directors and the Auditor were prosecuted 
for damages due to misfeasance. And the Court found 
all of the defendants guilty.] 
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INVESTIGATIONS 

Investigation means making inquny into a certain 
matter. A peison may be appointed to conduct a thorough 
inquiry into an affair for some sptcaal purpose and 
submit his lepoit thereon The report would 
Meaning’ & be called Investigation Repoit. An Auditor 

^copc’ of the term will be concerned with such investigations only 

ini e strain n as impiy sciutmy of the Accounts oi a 

business or of a non-trading institution, held 
tor a paiticulai puipose 

The difference between the role of an Investigator and that 
ot an Auditor should be careiully observed. T he former t ries 
to get a paiticular information for his client, wjiereas the latter 
certifies whether the Accounts have been properly drawn up and 
whether the Balance Sheet exhibits the correct 
Difftn-iut and position of the concern under Audit. An 

Relaton b< twun Auditor has to deal with the Account Books 

‘Investigation’ together with ‘.uppoitmg vouchers and 

and ‘Audit’ documents. An Investigator may be concerned 

with these or with affairs not coming to 
Auditor’s concern An Auditor checks up the Accounts for a 
half-year or for a year, but the subject-matter under investiga- 
tion may relate to a number of years or to a fraction of a year. 
An Auditor is appointed by the Management of a business 
concern or of a non-trading organisation , an Investigator, on 
the other hand, may be appointed either by the Management of, 
or by a person interested in, an institution — trading or non- 
trading. The Investigator in many cases works on the basis of 
Books of Accounts already audited upon. Sometimes the 
Accounts, on which the Auditor has completed his work, are 
made to undergo certain adjustments for meeting the purpose 
of investigation. 

Usually the investigation work is entrusted to a Professional 
Accountant. Before commencing investigation he^ s}j? 
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inquire into the object for which it is arranged and get from 
his client clear-cut instructions regarding the exact scope of his 
work. He should then acquaint himself with the nature of 
business, the financial books maintained and the ‘internal check’ 
in operation. The next business should be to draw up the 
Investigation Proyramnne. The audited Accounts together with 
the Auditor’s Report will have to be carefully examined, 
preferably for the past three years. To what extent the Auditor 
qualified his t Report and the reasons for the qualification should 
engage the particular attention of the Investigator. 

After the probe is complete, the Investigation Report will 
be prepared for submission to the client, in words free from 
ambiguity. The Report should include all the important aspects 
of the Investigator's findings. 

DIFFERENT CLASSES OF INVESTIGATION 

Investigation on behalf of a party wishing to purchase 
a runing business. The Investigator should, at the very 
outset, see whether the Accounts had already been subjected to an 
Audit. In the cases of a satisfactory Audit being in operation, 
he will redraft the Trading and Profit and Loss Account and the 
Balance Sheet in columnar form for the last three years. The 
trading results should be ascertained on a uniform basis for the 
sake of comparison. A special column should be inserted for 
indicating percentage of expenditure to .sales. If there is a 
marked variation between the results of one year and those of 
another, the Investigator should take particular note of the 
matter and inquire in detail to clarify the situation. Another 
column should be set up for percentage of Gross Profit to Sales. 
And if there is any variation here, the causes should be inves- 
tigated into. It should be noted here that a trading concern 
having dealings with the Public Sector (the Government or 
Government-subsidised institutions) will have less marginal 
profit than those having dealings with the Private Sector 
(Non-Governmental undertakings'). While investigating into the 
cause of fluctuations in the percentage of GrossPr ofif to Turnover, 
the Investigator should bear this point nTrnind. The Purchases 
Book, ^specially the entries of "the last month, should be 
* SCruTUvfteOy ^th the original invoices with a view to seeing 
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whether any Purchases have been suppressed resulting in the 
reduction of Liabilities and an increase in the volume of Gross 
Profit. The Goods Inward Book should also be checked up to 
see whether any goods received within the financial period are 
excluded from the Stock at close. The payment vouchers of 
at least three months beyond the financial period should also 
be seen to guard against suppression of Liabilities. Similarly, 
the Sales Book should be brought under a scrutiny, particularly 
for the last month of the financial year. This would bring 
manipulation of Sales figure, if any, to light. The entries in 
the Sales Book of the sales done during the last month should 
be verified with copies of Outward Challans and Goods Outward 
Book. The taking of Stock and its valuation should be tested 
with the Stock Book and other relative records 

After satisfying himself regarding correctness of the 
Gross Profit for the past three years, the Investigator will now 
analyse the columnar Profit and Loss Account compiled by him 
for the preceding three years. While doing so, he should pay 
particular attention to the percentage of various expenses to 
turnover and inquire into variations, if any. It should also 
be seen whether proper provision has been made for Deprecia- 
tion in compliance with the terms of the Income Tax Act. 
Whether due provisions have been made for taxation liabilities 
and for Bad and Doubtful Debts has also to be carefully checked 
up. 


When satisfied as to the genuineness of the Profits ( Gross 
as well as Net), the Investigator’s next task shall be to scan 
the Balance Sheet drawn up in columnar form, showing Assets 
and Liabilities at the end of each of the three preceding years. 
The Investigator should pay particular attention to the valuation 
of the Assets as shown on the face of the Balance Sheet, bearing 
in mind the directions given in the Statute in respect of the 
valuation of Assets. If there is any Goodwill, the method and 
basis (discussed in Chapter VIII) of arriving at the value should 
• be scrutinized by the Investigator. Lists of Sundry Debtors 
and Sundry Creditors as per the last Balance Sheet are to be 
verified from respective ledgers and got confirmed fyogi the 
parties concerned. The Investigator will hereafter ermine all 
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the liabilities and Loans incurred and satisfy himself that the- 
figures are correct. 

The ascertainment of the intrinsic value of the Business is 
also to engage proper attention of the Investigator. This 
valuation may be made (i) on Net Assets basis (Assets minub 
Liabilities) or, (ii) on the Net Average Profits basis, average 
being taken of Profits of the last five years Or, (iii) on the 
yield basis, the rate of return obtained from the Capital employed 
in the business being taken into account. 

Having completed the investigation work on the lines 
indicated above, the Investigator will now draw up his Report, 
bearing in mind the requirements of his client. This Report 
should be written in a clear and precise manner giving indica- 
tions of the findings obtained during the course of investigation. 
Under no circumstances, should the Investigator give vent to 
any opinion regarding advisability or otherwise of the Purchase^ 
of the Business. Ilis Report should only contain statements of 
facts and the period covered by his investigation. This will 
help the client to form their own opinion and arrive at a 
decision. 

Investigation on behalf of a client desirous of becoming 
a Partner in a going Firm. The Investigator should obtain a 
copy of the Partnership Agreement and studv the terms and 
conditions embodied therein. He should inquire into the 
considerations behind the taking in of a new Partner. His 
Investigation programme will be on the lines as suggested for 
an Investigator appointed on behalf of an intending Purchaser 
of a running Business. While conducting the probe, if the 
Investigator finds that the partnership business is in financial 
difficulties, the nature of financial weakness ought to be mentioned 
in the Investigation Report. A Firm is considered to be 
pecuniarily unsound when, compared to its ability to bear, it 
takes on its shoulder heavy liabilities. The valuation of Assets 
to be incorporated in the new Partnership Books should engage 
due attention of the Investigator. The value of Goodwill and* 
the amount of Capital to be ^introduced by the newcoming 
a should also come to the Investigator's pointed notice. 
When tn& investigation is completed, it will be a duty of the 
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Investigator to submit a Report to his client giving all the 
information which may be of concern to him. 

Investigation on behalf of a person wishing to buy Shares 
in a Company. The Investigator will study the Memorandum 
and the Articles of the Company to ascertain the objects and 
the system of internal management and the borrowing powers. 
He will then draw, as indicated before, a columnar Trading and 
Profit and Loss Account of the past three years and examine 
the tiend of Gross and Net Profits The Balance Sheet items 
should be scrutinized fully The basis of valuation of Fixed 
and Current Assets should engage the attention of the Investi- 
gator. ^He should make inquiries to know whether there are 
any pending actions or claims against the Company for breach 
of contract. ^{iSo far as the Liabilities are concerned, the 
investigator will see whether there are Redeemable Preference 
Shares or Redeemable Debentures and whether the Company 
has sufficient Liquid Assets to meet such liabilities. Further the 
Investigator should ascertain whether the Company is in a 
position to pay the ‘Current Liabilities’. In short, it is the 
duty of the Investigator to embody in his Report the true and 
fair view of the financial condition of the Company. It will 
also be a duty of the Investigator to ascertain the intrinsic 
value of the Capital employed in Business, by determining the 
Share value which may be based on (i> an average of the last 
five years’ profits or, (ii) the Net Assets or, fin) the yield. 
As a guide the Investigator may find the normal yield of similar 
classes of business from the Stock Exchange Gazette or from 
leading Commercial Magazines like the Capital or the Commerce. 
This helps correct Valuation of Shares. After completing his 
work, the Investigator will write a Report giving the essence 
of his findings in a precise planner so that his client may arrive 
at a correct decision in the matter of subscribing for the 
Company’s Shares. 

Investigation for the purpose of Share Valuation. The 
Investigator should, at the very outset, prepare a Statement in 
detail of the Assets and Liabilities of the Company. Fixed 
Assets should be valued at original cost less depreciation to date 
and Current Assets at cost or realisable value, whichever is less. 
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If there are Secret Assets they should be included. It should 
be seen that proper provisions have been made for ‘Depreciation’ 
and ‘Bad and Doubtful Debts’. From the total value of the 
Assets should be deducted the total of all the Liabilities and the 
amounts due to Debenture holders and Preference Share 
holders. In this way the value of Net Assets will be arrived 
at. If this figure is divided by the number of Equity Shares, 
the price per Share will be determined. 

Another method of arriving at a correct valuation of 
Shares is based on last five years’ average profits and on the 
corresponding Dividends paid to Shareholders. For example, 
if the nominal value of an Equity Share is Rs. 100 and if a 
10% Dividend was declared on an average during the preceding 
five years when the normal rate of interest allowed by Bankers 
was 4 per cent., the Share will be valued at Rs. 250 (10/4 
X Rs. 100). 

A third method popularly known as Average yield basis, 
which takes into consideration the yield on Capital employed 
in other similar industries, may also be adopted for Share 
Valuation. For instance, the case may be that the average 
Dividend paid by the company under study during the past 
five years is 10 per cent, for Equity Shares of Rs. 100 each, 
whereas on Shares of same nominal value of similar industries 
a Dividend of 14 per cent, is paid, while the Bank offers interest 
at 4 per cent. The average yield in the above illustration will 
be 12 per cent. (L2.+.!3=12). Therefore the valuation of such 
Shares will be Rs. 300 per Share (Bank interest 4 per cent. 
X3— 12 per cent, average yield). 

In his Report, the Investigator will show all the three 
valuations of Shares found from the three different methods for 
the guidance of his client. 

Investigation for Tax Purposes. The Investigator will, 
at the outset, obtain from his client Audited Balance Sheet and 
Profit & Loss Account for the past three financial years, and 
the Income Tax file where Demand Notices and copies of 
Assessments will be found. He is to see whether Provisions 
for Taxation as shown in the Accounts were adequate for the 
actual Assessment Orders, i.e., the taxation liabilities. If the 
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Assessments are up-to-date and Income-Tax liabilities paid up 
to the last financial year, the Investigator will scrutinize the 
items of the current Profit & Loss Account to verify whether 
any disallowable expenses like charities, donations and capital 
expenditure or, losses on the sale of fixed assets have been 
charged against the profits to minimise the assessable income. 
If the computation of Income Tax has been done on the basis 
of minimised income, the Investigator will add back to the Net 
Profit all the disallowable items of expenditure in order to 
arrive at the correct assessable income on which the Income 
Tax and Super Tax are to be calculated. The Investigator will 
then obtain a copy of the Income-Tax Act and calculate tho 
liability for taxes in accordance with the schedule set in there. 
The investigation being over, a Report will be drawn out showing 
*h^ Tneome-Tax computation and the tax liability clearly. 

Investigation for a Bank which wants to give Credit to 
a Constituent. If the constituent is a Sole Trader, the Final 
Accounts should be prepared in a columnar form as discussed 
befere and put to a thorough scrutiny for assessing the financial 
position of the business. It should bo seen whether he is in 
a position to meet his existing liabilities from the liquid Assets 
available. The nature and the market quotations of the 
Investments hypothecated to the b.mk for securing the Over- 
draft should draw the attention of the Investigator. As a 
matter of prudence, only sixty per cent, cf he aggregate value 
of the Securities lodged with the Bank should he the limit of 
the Overdraft allowed to a constituent. The Investigator should 
inquire into the reason for taking the Overdraft and the manner 
of utilising the money. He should also see whether the consti- 
tuent is involved in a case pending before the lawcourt for 
damages, claims or breach of contract. In countries of 
advanced commercial development there are specialised institu- 
tions called Information Agendies who collect information as 
to the worthiness for credit of parties, and sell the collected 
information, strict confidence being maintained. Where suitable, 
the Investigator may, on behalf of his client, seek help from 
such source. On completion of his work, the Investigator will 
communicate to the Bank his observations’. 

16 



242 


PRINCIPLES AND PRACTICE OP AUDITING 


Investigation on behalf of a Client Suspecting a Fraud 
in his Organisation. It is the duty of an Auditor to detect 
fraud, if any, in the Accounts. Where, however, the Manage- 
ment of a concern has reason to believe that fraud has been 
perpetrated in a particular sphere, an Investigator is usually 
appointed. The Investigator will visit his client’s place and 
ascertain the nature of fraud. If there is cash defalcation, he 
should see wht ther the Cashier is in charge of writing the Cash 
Book in addition to his normal duties. If so, the Investigator 
will check the Cash Book in detail and get Certificates of opening 
and closing Bank Balances. The Bank Pass Book and the Cash 
Book should be chocked exhaustively and a Bank Reconciliation 
Statement prepared. The method of receiving Cash and Cheque 
and of depositing them into the Bank should be scrutinized by 
taking the Paying-in-slips into a thorough examination with 
reference to relevant entries in the Cash Book. The Receipt 
Books having counterfoils of the original Receipts given to 
parties should also be checked from the Cash Book. The Inves- 
tigator will see whether the counterfoils bear all the consecutive 
numbers. If a number is missing, suspicion should arise in the 
mind of the Investigator and he should probe into the matter. 

Regarding collections from Sundry Debtors, the Investigator 
will check in detail the Sales Book, the Bill Register and copies 
of Outward Ohallans to verify whether all collections have been 
duly recorded in the Books. In the case of collections from Cash 
Sales, the Investigator will check in detail all the copies of Cash 
Memos, being particular about it that no consecutive number is 
missing. The daily total of cash collections should be verified 
with the respective entries in the Cash Book. The Investigator 
will then check the castings and postings of the Cash Book. 

As regards cash disbursements, the Investigator has to 
check all the payment vouchers. Whether such vouchers bear 
the initials of an official having authority to sanction the payment 
should be especially looked into. 

If there has been a defalcation of goods, the procedure of 
investigation will take the shape as outlined for an Investigator 
appointed on behalf of a purchaser of a running Business, 
particular attention being paid 'to all Purchases, Sales and Stock 
records. 
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Where Accounts have been falsified, a thorough check of all 
the Financial Books, especially the Journal, will be necessary. 
Particular attention should be paid to the method of Stock 
valuation, existence of Secret Reserve, if any, and proper 
differentiation of Capital Expenditure from Revenue Expenditure. 

After satisfying himself with the above operations, the 
Investigator will prepare his Report in a clear-cut language, 
indicating loopholes in the organisation that make room for 
fraudulent practices. 

Investigation under the Companies Act. Under Section 
235 of the Companies Act 1956, as amended, the Central Govern- 
ment may appoint one or more competent persons as Inspector s 
to investigate the affairs of any Company and to report there- 
on in a manner directed by the appointing authorities. Such 

► 

appointment will be made by a Company having Share Capital 
on the application of either at least 200 Members or of Members 
holding not less than one-tenth of the total voting power. For 
Companies not having a Share Capital, one-fifth or more of the 
Members on the company’s register would be competent to apply 
for investigation by an Inspector. Such investigation may also 
have to be conducted on a Report by the Registrar of Companies 

Under section 236. an application by the Members of a 
company, filed in accordance with Section 235 for an investiga- 
tion being held, shall be supported by such evidence as the 
Central Government may require for the purpose of showing 
that the applicants have good reason for demanding an 
investigation. And the Central Government may before 
appointing an Inspector require the applicants to give security 
for an amount not exceeding one thousand rupees for payment 
of investigation cost. Under section 237, the Central Govern- 
ment shall appoint one or more competent persons as Inspectors 
to investigate the affairs of a company and to report thereon 
according to direction of the Central Government if the 
company, by special resolution, or the Court, by order, declares 
♦hat the affairs of the Company ought to be investigated by an 
* Inspector appointed by the Central Government. Investigation 
may also be directed by the Central Government if there are 
circumstances suggesting any of the following : 
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(i) that the business of the Company is 1 eir>g conducted 
with intent to defraud its creditors, members or any 
other p°rsons or otherwise, for a fraudulent or 
unlawful purpose ; 

(ii) that persons concerned in ihe formation of the 
company, or in the management of its affairs, have 
Wn found vui'ty of fraud and misfeasance ; or, 

fiii) that the Members of the company have not been 
given all the information with respect to its affairs 
which th<v might reasonably expect. 

Under section 274, ihe Central Government may appoint one 
or more Inspectors to investigate and report on the membership 
of any company and other matters relating to the company for 
the purpose of determining the true persons who are financially 
interested in the success or failure of the company or who are 
controlling and influencing the policy of the company. Under 
section 248, the Central Government may investigate the owner- 
ship of any Shares or Debentures of Ihe company or of a body 
corporate which acts as the Managing Agent or Secretaries and 
Treasurers of a company. Under section 249 where any question 
arises as to whether any body corporate, film or individual is 
or is not an associate of the Managing Agent or of the 
Secretaries and Treasurers of a company, the Central Govern- 
ment may direct investigation in the matter. 

Investigation in an Insurance Company. Under sections 
88, 37 and 87 of the Insurance Act 1938, the Controller of 
Insurance may direct investigation himself or on the requisition 
of policy holders or shareholders of an Insurance Company. 
Such investigation is ordered if the Controller of Insurance has 
sufficient reason to believe that the interests of shareholders and 
policy holders are being jeopartHsed. Another case for investi- 
gation under the order of the Controller of Insurance arises 
when it is found that the Insurance Company is functioning . 
contrary to the provisions of the Insurance Act or is unable to 
pay the current liability. 
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QUESTIONS ON CHAPTER XV 


1 . 

Audit. 


What is Investigation ? Distinguish Investigation from 

(National Diploma in Commerce) 


2. What is meant by imestigalioii of the accounts of a 
business and how does it dilFer from an Audit ? Mention some 
of the purposes which may necessitate investigation of accounts 
of a business. (p. Com.) 


• # i. State the general duties of an Investigator. 

[ Mini* : The general duties of an Imestigator are the 
following : — 


(a) f l o invest ig.ite into t he mailer as determined by the 
letter of appointment and submit ln-> Report. The 
object and scope of the m\ estimation will depend on 
the letter of appointment 

(1>J To take into examination all of the records and 
financial books that arc essential for the investigation 
purpo'C. 

(e) To draw up Accounts in columnar form showing the 
results of at least three years for a comparative study. 

(d) To scrutinize the audited Accounts of at least three 
years to get information and to form a fair idea as to 
t lie subject-matter under nvestigation. 

(e) In case of a fraud to see whether 'interna] check’ 
is in operation and to check lip all cash transactions. 

(f) To submit the Investigation Report in a clear-cut 
language.] 

4. How r would you conduct an Investigation ? Lay down 

the procedure. (B. Com.) 

5. A trusted friend of yours desires to join a firm running 
three stationery shops in the city. Outline a questionnaire (to 
be sent to the firm) on which you w r ill seek complete satisfaction 
before you can give him a definite guidance in the matter. 

(B. Com.) 


[Hints : The following questions may be sent : — 

(1) What is the working capital employed in cacli of 
the shops ? 

(2) What is the valuation of Stock held at each shop ? 

(3) What is the volume of annual sale aiuV annual 
purchase at each shop ? 
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(4) Wlml is the extent of Rent and Establishment 
('barges at each shop ? 

(5) What was the Net Profit at each shop during the 
past three years ? 

(6) What was the total amount of Assets, and 
Liabilities at each shop on a date near the 
proposed date of purchase ? 

(7) Were the Accounts of the preceding three years 
subjected to Audit ? If so, on what lines did the 
Audit Report go ? 

(8) Is there any competition in the locality ?] 

f>. A Chemists’ Shop in t he city which is regularly attended 
b\ two eminent imdical practitioners is to be joined by one of 
your friends in the position of a partner. What are, in your 
opinion, l be essential points that should be fully considered 
before you can advise him in the matter ? Give reasons for th^ 
points 1o be raided by you. (B. Com.) 

( llmls : The following points ought to be considered : — 

tl) Whether the Shop is running at a Profit for the 
last three years. 

( 4 2) What interest is gained on the ca]>ital employed 
bv the Shop taking into consideration the Net 
Profit. 

(:i) Whether there is any keen competition in the 
market in general ami in the neighbouring areas. 

(O Whether the Shop depends mainly on the prescrip- 
tions sened or on the sale of patent medicines. 

(5^ Whether the Shop has to depend on medicines 
imported from abroad and whether there are 
rigid import restrictions. 

(fi) Who! her the Physicians employed by the Shop 
have good practice and reputation. 

(7^ The valuation of the Assets and Liabilities of the 
concern. 

(8) The assessable income of the Shop for the last 
three years l>v reference to the Income-Tax file.] 

7. The Head Office of a company, of which you are the 
Auditor, supplies goods to its Branch at selling price which is 
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cost plus 25°/. During the period under review*, a small fire at 
the Branch destroys part of the Stock. The following information 
is obtained from the books of accounts at the Head Office : 


floods sent to Branch 
Sales at Branch 
Sales Returns 
Opening Slock 
Closing Slock 

Goods returned b\ Brandi lo 
Head Office 
Loss by pilferage 
Sab age Receipts 


Rs. 2,00,000 
„ 1,80,000 
„ 4,000 

„ 25,000 

„ 10,000 

„ 20.000 
1,000 

„ 2,000 


Diaw up the Branch Stock Account at the Head Office and 
indicate l lie amount to be claimed for loss In file for which you 
arc being paid as im estimator a special fee (B Com) 

f flints r rhe Branch Stock Account to be prepared at the Head 
Office Mill be debited b\j the following items : (i) 
Opening Stock, (n) Goods sent to Branch, and (lii) 
Sales Returns , and will be credited by (i) Sales at 
Branch, (n) Goods Returned by Branch to Head 
Office, (in) Loss by pilferage, and (iv) Closing Stock. 
The cmcss of the debit total over the credit total would 
represent the Stcxk destroyed by fire. Adjustment of 
I he differentiation between the cost price and the 
jmoicc price would be required. From the amount of 
Stock destroyed by fire has to lie deducted the ‘Salvage 
Receipts' and the difference would be the amount for 
which claim should be filed with the Insurer.] 

8. Some shareholders of a company ha\e submitted a 
petition to the local Go\ eminent for appointment of an Inspector 
to investigate the company’s affairs. What are the conditions on 
the fulfilment of which the Government may take action on this 
petition and what would in that ease be the duties of the 
Inspector ? (B. Com.) 


[Hints : The shareholders of a Limited Company by passing a 
Special Resolution may request the Central Government 
to appoint an Inspector under Section 237 of the 
Companies Act 195ff (as amended) to investigate into 
the affairs of the company for fraud, mismanagement 
and misfeasance The Inspector will then examine in 
detail the financial books with vouchers and other 
relative documents and see whether any fraud, mis- 
management or misfeasance has. been committed. He 
will examine the Contract Register containing details 
of all agreements, the Directors’ Minute Book and the 
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Mortgage Register to see whether any mismanagement 
has been done and submit his Report to the Central 
Government.] 

9. The Secretary of a trading company, who had complete 
control over the books and cash, has absconded, and the Directors 
instruct you to examine the accounts with a view to ascertaining 
whether there arc any irregularities. What steps would you take 
to satisfy yourself on the point ? 

( Chartered Accountants) 

[Hints : The Jm estimator will examine the following : — 

(a) Cash Hook with Receipt counterfoils and payment 
vouchers in full ; 

0>) Purchases Hook with original imoices ; 

(c) Sales Hook with copies of outward challans ; 

(d) Journal with vouchers ; 

(e) Bill book with copies of Hills ; 
ff) Tito previous audited Accounts; 

(gl The Directors* and the Shareholders’ Minute 
Hooks ; 

(h^ The Application and Allotment Hook and the 
Call Hook ; 

(s) The Shareholder* * Register and counterfoils of 
Share Certificates ; and 

( j ) The Dividend Register and counterfoik of 

Di\ideml Warrants. 

By examining? the above books the Investigator 
will be in a position to submit his Report to the 
Directors regarding any fraud or irregularities per- 
petrated by the Secretary.] 

10. You are asked lo investigate the accounts of a firm on 
behalf of an incoming partner. Should you «o behind the hooks 
presented to von ? Give detailed reasons for vour answer. 

(M. Com.) 

[Hints : The Investigator will not only examine the Books and 
the audited Accounts, but also enquire into the cir- 
cumstances that prompted the admission of a new 
partner. Whether the partnership business has suffi- 
cient working capital for conducting the affairs of the 
concern smoothly and whether there are open compe- 
titors in the market of similar business should come 
under investigation. The Investigator should also 
examine the Partnership Agreement and study the 
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teims contained therein. To make investigation 
complete, a ires I valuation of all the Assets and 
Liabilities of the hrm must be arrived at. ] 

11. A prospective purchaser of a business engages your 

services far investigation of its affairs and for assisting him in 
making a final decision in the matter. Indicate the * essential 
points on which .suitable enquiries v\i!l be made bv you and 
incorporate vour findings m the form of a report addressed to 
the party. 'M. Com.) 

[ Hints * 1 he Investigator will concentrate on the following 

points : 

(a) The trend of Gross Profits and Net Profits of the 
past three v ears. 

0>) The I ''end of expenditure in ratio to sale*, of the 
past three vears. 

(Yj The competition from sisUr institution-*. 

(cl) The capital employed in tic* business during the 
past three years and the rale of its return. 

(e) Income-Tax paid during the last Lhree years. 

(f) The valuation of the Assets & Liabilities of the 
business. 

(g) The reason for lh sal of l he business. 

('ll ) The Aud'led Accounts of the past three years. 

(i) Whelhe- the busings*- has * Goodwill and reputa- 
tion in I lie Market and the factors thal are 
preeminently n sponsible for it. 

After examining inlo the above matters the 
Investigator will submit his Report embodying all the 
facts arrived a! during his investigation.! 

12. State what matters would receive your attention in 
considering (lie accounts of a limited Company if you were acting 
on behalf of : — 

(a) a prospective creditor, (1>) a prospective shareholder. 

(M. Com.) 

[Hints : (a) On behalf of a prospective creditor the Investigator 

will c ee the following . — 

(i) The Agreement with the Managing Agents showing 
the terms under which they would be .paid their 
Remuneration and the actual Remuneration paid. 
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fii) The Memorandum and the Articles of Association 
of the Company (to see whether terms embodied 
therein arc complied with). 

(Hi ) The Agreement with the Directors showing the 
rales at which they would be paid their Remunera- 
tion and the actual Remuneration paid. 

(i\) Contracts entered into by the company to see the 
Liabilities of the Company and whether they ha\e 
been provided for in the Accounts. 

(v) The Audited Accounts of the previous years (to 
see the trend of Profits and Expenses). 

(\i) The Hank balance and the Cash in hand (to see 
whether they arc sufficient to pay up the Creditors). 

(vii) The valuation of Assets and Liabilities and the 
working capital employed in business. 

(\iii) Th# total figure under ‘Current Liabilities and 
Provisions* in comparison to that under ‘Current 
Assets, Loans and Advances’. 


fix) Comparative fieri ires of Purchases and of Sales. 

(b) On lwdmlf of a prospective shareholder the Investi- 
gator will see the following: 

(i ) The Authorised and Subscribed Capital of the 
company. 

(li) The Dividends paid during the hast five years. 

(iii) The Ynnual yield on the Capital employed. 

( iv) The trend of Purchase** and Sales. 

(v) The ratio of Expenditure to Sales. 

(vi) The average profits of the last five years. 

fvii) The Reserves created In the company out of 
Appropriation of Profits. 

(viii) The Liabilities & Assets of the company as they 
appeared on the last Audited Balance Sheet. 

(ix) Investments and Securities of the company. 

(x) The Bank and Cash Balances. 

(xi) The market price of the Shares of the company.] 


13 . The Directors of a mill company suspect the honesty 
of their General Manager and you are asked to carry out an 
invCvStigatiou of the last three years’ accounts of the company. 
Draft the repoyt you will submit after tbe completion of your 
work. (M. Com.) 
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\ Hints : The Im ertignlar w-Il submit liis Report in a dear and 

concise manner lo the Directors of the company after 

conducting his investigation in t lie following manner : — 

(a) Draw up in a Columnar Form the Profit & Loss 
Account and the Balance Sheet for the past three 
vears. 

HO ^ ee 0 ,e percentage of Gross and Net profits to 
Turnoicr and compare the expenses of three years. 

(c) Examine the Cash Book with Cash receipt counter- 
foils and with payment vouchers in detail, and see 
that all receipts are hanked on the very day the 
money js received or on the following day through 
Paying-in-slips. 

(d) Check tl*c Wages Abstract and the Muster Rolls 
and other necessary records i elated to wage 
payment. 

(c) Check up 1 h ‘ Unpaid Wages Book in detail by 
reference to supporting documents and see that no 
money is misappropriated. 

ff) Check the Purchases and Sales Books with 
relative Records. 

A specimen lhalt of ihe In w situation Hcpotf io he submitted 
to the Directors of tin mill com pan i /. 

Dear Sirs, 

On an investigation of the hooks and records and the 
Accounts of your company for the three years ended 31. 12. 59, 
31. 12. 60 and 31. 12. 61, we make the following observations. 

(a) Considerable amounts were misappropriated by 
the General Manager in collusion with the Works 
Manager through Muster Rolls by making fictitious 
wage payments appear over there. This fact was 
revealed by means of a comparison between the 
Attendance Registers of the different departments 
of the mill and the Muster Rolls. It appeared 
that during the three years under investigation, on 
an average, thirty ghost workers were shown a 8 
receiving emoluments. The defalcated amount 
was nearly Rs. 6,000 a month. 

(b) On an examination of the* original invoices relating 
to purchases of raw materials, it was found that 
consistently during all of the years under review. 



252 


PRINCIPLES AND PRACTICE OF AUDITING 


orders were placed with the suppliers by the 
General Manager to make purchases at rates five 
per cent. higher than market rates. The total 
amount involved is calculated at Rs. 75.000 nearly. 

Yours faithfully, 
Banerjce & Co ] 

It. The Cashier of a firm, v\ho also acts as Accountant- 
Book- Keeper, has been suspected of a didumesl}. The Books 
have not been audited, and \ou art a k* d to imr* ligate. Slate 
brief!} how you would proceed. 

[/ Ihitx . r riie Investigator will proceed on the following lines . — 

fa) Enquire into the method of receiving money and 
making disbursements. 

(b) Enquire of whether money received is paid into 
the Bank daily and whether payments are made 
by A/C. Pavu* Crossed Cheques only. 

fe) Cheek the record of the receipts by reference 
to Receipt counterfoils. 

(el) Check the record ol all saumnls with the Counter- 
foils m tlu Cheque Book, payment vouchers anel 
the Receipts from parties 

(e) Cheek l he Cadi Book with counterfoils of the 
pay m slips and with Bank Statements. 

(f) Prepare a Bank Reconciliation Statement from 
the Cash Book and the Bank Statements and 
obtain a certificate fre>m the Agent of the Bank 
regarding Bank Balance.! 

15. The Vrticles of Association of a private limited company 
provide that the va lue of the Shares for the purpose of transfer 
shall be fixed by the Auditor. Tt has become necessary for the 
valuation of Ordinary Shares to be made, and you are called 
upon to do this. 

What information would jou require to enable you to comply 
with the request and to wlial matters would vou give attention ? 

(B. Com.) 

[ Hints : The following information will be required : — 

(a) The Audited Accounts ot the Company to ascertain 
the Net Asset value of the Shares. The value of 
Assets less the value of Liabilities in the Balance 
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Sheet will indicate the Net Asset value. If this 
value is divided by the number of Equity Shares, 
the value per share will be arrived at. 

(b) The Market Price of the Shares as quoted in the 
Stock Exchange. 

00 The amount of Dividends paid during the last 
three years. 

(d) The nature of business transacted bv the company. 

The Im estimator will gno particular at lent ion to 
the following : — 

00 The object clause of the Aft inerandum and the 
clauses relating to internal tnanac^menl of the 
company as per Articles of Association 

fb) Valuation of Assets & Liabilities and the working 
capital. 

f c) Whether tin's is a monopoly business. 

(d) What Dividends are paid by similar industries.] 

Id Your dienl is contemplating 1 joining an established firm 
<>f Surveyors as a partner. He has ghen you an introduction 
to the firm and has handed to \ on a draft of the proposed term*.*. 
He has instructed vou to make such an investigation of the affairs 
of the business as you think fit and to advise him generally. 

State the matters to which Vuu would direct attention when 
tarrying out your im estimations. 

(Chartered Accountants') 

(Hints : The following matters will receive the Investigators 
attention : 

fa) The reason for admitting a new partner. 

fb) A comparative study of the Profit & Loss Account 
and the Palancc Sheet of past three years 
prepared in a columnar form 

feA The tr*nd of Profits in comparison to services 
rendered. 

(d) The reputation of the existing firm of Surveyors, 
fe) Whether this is a monopoly business. 

(f) The value of Assets and Liabilities, 
fg) The net income of the past three years by way 
of survey fees. 

(h) The existing Partnership Agreement.] 
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17. You are instructed to carry out a complete investigation 
of ‘Salaries and Wages'. Draft the programme of your 
investigation. ( Chartered A ccountanis) 

[Hints : The following books and documents should be taken 

into special examination : — 

(a) Salary Book having deduction columns for 
Prov ideal fund, Income-Tax, Advances, etc. 

00 Employees’ stamped Receipts on the body of the 
Salary Book at the time of payments. 

(c) Service Agreements between the employees and the 
employer. 

(d) Unpaid Salary Book (to see vhether aH outstand- 
ings have since been paid and receipted), 

(e) The Wage*- Hook with workers’ Punched Cards, 
Wages Abstracts and Piece Rated Cards 

(f) The Muster Roll with Gat email's Attendance 
Register and Punched C ards 

(g) Shop Attendance Register with the Muster-Roll 

(ID Piece rated cards with Foremans Records and Job 
Cards. 

(i) A certificate from the Works Manager that wage 
payments were made in his presence 

(j) All castings and calculations in the Wages Book 
anil the Muster-Roll.] 



CHAPTER XVI 


DIFFERENT CLASSES OF AUDIT 

1. Club Audit. The Auditor should read carefully the 
Rules and Regulations of the club and ascertain if any internal 
check is in operation and the extent of that check. The Cash 
Book is the main financial book in the club and it must be seen 
who is entrusted with the task of recording the receipts and 
disbursements of cash and who is authorised to pass the payment 
vouchers. The Cash Book should be carefully vouched. All 
the bank transactions should be checked with the Bank 
Statement and a Bank Reconciliation Statement is .to be 
prepared on the financial closing date and a certificate from 
the Agent of the Bank must be obtained certifying the closing 
balance. All the subscriptions, donations and admission fees 
must be verified with the Receipt Book counterfoils of the club. 
The Receipt Book must be consecutively numbered and it must 
be seen that there is no missing number. Income from 
investments must be checked and all the Securities personally 
inspected by the Auditor. The total of Subscriptions realised 
from the members must be f <nd agreed with the list of 
members of the club. Receipts from Billiard Room, Dining 
Room, etc., must be checked with the Steward’s Receipt counter- 
foils and monthly Statement of Accounts. The Beer, Wine and 
Cigarette Stock certificate must bo obtained from the Secretary 
of the Club and verified with the Stock Book. The Purchases 
Book must be checked with the original invoices. The wage 
payments should be verified bv reference to the Wages Book. 
The minutes of the Club meetings must be seen in the Minute 
Book. An Income and Expenditure Account must be prepared 
and signed by the Secretary of the Club on the closing date. 
This Account must be carefully checked by the Auditor to see 
that all accrued incomes and outstanding expenses have been 
brought into the Account. 

2. Audit of a Co-operative Society. The Auditor should 
read carefully all the Regulations of the Society and enquire 
into the ‘internal checking' system. He should then take the* 
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Cash Book into careful examination and vouch all receipts and 
payments. The closing Cash Balance and Bank Balance must 
be verified by him. A certificate from the Bankers must be 
obtained for the closing bank balance and a Bank Reconciliation 
Statement prepared to agree with this closing balance. The 
Sale Returns from different co-operative shops roust be vouched 
carefully. The Auditor must check the payment of dividends 
and Iheir calculations. The Investments should be examined 
personally by the Auditor. The forms of Accounts and the 
Auditors’ Report must be in terms of the requirements of the 
Co-operative Societies Act and the regulations framed by the 
Society which must be studied carefully by the Auditor. The 
Loan Payments must be vouched with Members’ Receipts and the 
Loan Ledger. The sanction behind I he granting of a Loan 
should be vouched by reference to the Minute Book. 

Audit of an Electric Supply Company. The Cash Book 
should bo vouched fully. A Bank Reconciliation must be made 
and a certificate obtained from the Bankers. Receipts of cash 
shculd l>e the-ked with consumers’ Bills and collection receipt 
books. The Consumers’ Ledger shou'd be checked with Meter 
Books for consumption. Rent for Meters and sale of any parts 
and Receipts from consumers should be verified from National 
Cash Register Till Returns. Consumers’ Deposits should be 
checked with the Deposit Register and the Receipt counterfoils. 
The consumers’ ledger balances must be agreed with the total of 
the balances of Accounts of the Impersonal Ledger. The rates 
charged to consumers should be test-checked, and for Govern- 
ment Duties, the Contracts with the Government for the supply 
of Public Lighting should be examined. The Purchases Day 
Book should be checked with the Invoices. All outstandings 
must be checked carefully and the Auditor should see whether 
there are any had debts. The Stock Schedule should be checked 
with Stock Ledger or Bin Cards and both quantities and prices 
should be brought under a test-check, and a Certificate obtained 
regarding the Closing Stock from the Management which must 
be verified by personal inspecting. Payments of Petty Cash 
Book must be vouched by reference, to the relevant vouchers, and 
Salaries and Wages should be checked carefully and fully 
vouched. All Capital Expenditure should be verified with 
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necessary documents Adequate provision for depreciation 
should be credited to Depreciation Fund Account. The Auditor 
should see that the Forms of Accounts are in terms of the 
relevant statute. 

4. Audit of a Manufacturing Company. The Cash Book 
should be thoroughly vouched and a Bank Reconciliation made. 
A certificate must be obtained for the closing Bank Balance 
from the Bankers. The postings from the Cash Book to 
General and Personal Ledgers should be checked. Wage' 
payments are to be vouched with Muster-Rolls or Wages Book. 
The Sales Day Book and the Purchases Day Book should be 
vouched with challans and invoices and the postings of these 
hooks are to be checked with the Personal Ledgers. The Total 
Debtors’ and the Total Creditors’ Accounts in the General Ledger 
musl be agreed with the total of all the balances of the Sold and 
Bought Ledgers. The confirmation of these balances must be 
obtained from parties on the closing date If there is any 
system in operatioig^the Auditors should carefully scruti- 
nize this method and verify whether the system is a scientific 
one. All the Investments and Securities together with the 
Title Deeds of Land and Building and other properties must be 
inspected by the Auditor on the closing date. All Capital 
Expendituie must be vouched. The Production Accounts should 
he verified by reference to the relative Accounts maintained by 
the Costing Department. The Stock Schedule must be checked 
in detail. The method of valuation should be ascertained. The 
cost or market price whichever is lower must be taken. A 
certificate must be obtained from the management stating that 
Stock was physically counted, measured or weighed by the 
Management on the date of the Balance Sheet and that they were 
valued at cost or market price whichever was lower and that they 
belonged to the company and that proper provision has been 
made for depreciation of old stock. With this certificate and 
the Inventory List the Auditor should personally verify closing 
stock. He should also examine the Debenture holders’ and the 
Shareholders’ Registers. Whether proper provision, as laid 
down in the Income-Tax Schedule has been made for Deprecia- 
tion should receive the Auditor’s attention. The Members’ 
Register must be checked up to see that all the balances together 
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agree with the total of the Subscribed Share Capital. If there 
is Work-in-Progress on the date of the Balance Sheet, a 
Statement in detail duly signed by the Works Manager stating 
how he arrived at the closing figure should be obtained. This 
Statement must be carefully checked with certified Production 
Statements and also with relative Cost Accounts. Whether the 
Financial Accounts are reconciled with the Cost Accounts should 
also be scrutinized. 

6. Bank Audit. The Auditor before commencement of the 
Audit should obtain from the Agent a list of Books maintained 
by the Bank and ascertain whether there is any system of 
Internal Audit in operation. The Auditor should personally go 
to the Bank on the date of the Balance Sheet, viz., 30th June 
and 31st December of each ye;u' v to count cash in hand and 
inspect certificates from the Reserve Bank of India and other 
Banks regarding Cash Balances in their hand. He should 
obtain a list from the Bank of all the Investments and 
Securities and inspect them personally on the closing date and 
check the valuation with markt t prices He should chock all 
tho Cheques received on the closing date late for colleetion, and 
see that they have been taken into aeeount All Bills for 
Collection in hand '•hould be examined by the Auditor wiih a 
Schedule of such Bills Ail Securities lodged with the Bank 
for Overdrafts, Loans and Cash Credits must be inspected by 
the Auditor. It must he seen that no advances have been made 
for more than the allowable limits which is usually 50^ of the 
value of Securities lodged with the Bank. All the Ledger 
Balances of Current Accounts, Deposit Accounts and Loan 
Accounts must lie checked. Provisions for Bad and Doubtful 
Debts and for Rebate on Bills Discounted must be made in the 
Accounts. The Title Deeds of all properties should be inspected 
by the Auditor. The Bank Statements of the clients must be 
initialled half-yearly by some responsible officer of the Bank 
and the c’osing balances must be checked by the Auditor by 
reference to the Clients’ Ledgers. The General Ledger and 
the Certified Returns from Branches must be carefully checked. 

* Bank Accounts are closed twice a year. The half-yearly closing is 
on the 30th June and the annual closing on the 31st December every year. 
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The Rules and Regulations as laid down by the Companies Act 
and the Banking Companies Act* must be strictly followed by 
the Auditor and the Final Accounts of the Bank must be drawn 
in terms of these Acts. The Auditor of a banking company 
will always (i) enquire of whether the Directors or any of the 
officers are interested in any particular Loan, (ii) examine the 
weight of guarantee extended by third parties in connection 
with a Loan and (iii) check up the proper maintenance of 
reserve ratio. Whenever a striking variation is noticed (a) 
in the volume of Deposit Liabilities and (b) in the rate of 
return on Investments, the causes of such variations must be 
enquired into. 

The Bank Auditor is entrusted with the sirred duty of 
guarding the public money. Thi recent failures of many Banks 
indicate the colossal neglect of duty on the part of the 
Management and the Audit or v The glaring cases are of the 
Alliance Bank of Simla, Ltd. and the Bengal National Bank 
Ltd , where the depositors’ money was squandered away through 
fictitious loans and advances. On the proper growth of banking 
habits much depends the economic well-being of a country. And 
the banking habit can be developed if the confidence of the 
public about the ability of the Banker to repay the money on 
demand is commanded. The public confidence is greatly shaken 
when there is a run on the Bank due to unbusinesslike policy 
pursued by the Management. The Auditor must look to it that 
the policy of a Bank in the matter of making Advances is neither 
too conservative nor too rash. 

To efficiently conduct the Audit of Bank Accounts, a Bank 
Auditor must be thoroughly conversant with the activities of a 
Bank. A Bank is an institution that deals in credit. It obtains 
money by way of Deposits from the constituents and lends that 
money as Overdrafts and Advances to persons of the mercantile 
community and the public. Also the Bank renders multifarious 
other services to its customers and clientele. A clear grasp 


* A Banking Company comes under the purview of the Banking 
Companies Act 1949, but is to be registered under the Compan'es Act 1956, 
as amended subsequently. Hence, the provisions of 'both pieces of legislation 
are to be complied with. 
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of the nature of the banking services will always stand the 
Bank Auditor in good stead. A fair idea of the activities of a 
Bank can be gained if the Bank Balance Sheet is taken under 
examination. According to the Banking Companies Act, such 
a Balance Sheet is to contain the following matters. 


CAPITAL AND LIABILITIES 

1. CAPITAL 

2. RESERVE FUND AND OTHER 
RESERVES 

3. DEPOSITS AND OTHER 
ACCOUNTS 

4 BORROWINGS FROM OTHER 
BANKS AGENTS, ( |p. 
r >. BILLS PAYABLE 
6 BILLS FOR CO! 1 EOT ON 
BEING BILLS RE< U\ ABLE 
(ptr t ontra) 

1. OTHER I l ABILITIES Mo 1 m 

vprt ificd) 

<> AUEIMAMLs. KXDORM 
MINTS AND OTHER ORM 
GATlONs <i>er lonlta) 

9. PROMT AND I OS's \( . 

COD NT (Or. RaU 
It) ( ONT1NCENT LI ABILITIES 


PROPERTY AND ASSETS 

' L CASH “ “ 

2. BALANCES WITH OTHER 
BANKS 

3. MONEY AT CALL AND 
SHORT NOTICE 

4. INVESTMENTS 

5. ADVANCES 

6. BILLS FOR COLLECTION 
BEING BILLS RECEIVABLE 
ns per contra 

7. CONSTITI ENTS’ LIABILITIES 
FOR ACCEPTANCES, EN* 
DOR SEM ENTs AND OTHER 
OBLIGATIONS as pci t antra 
PREMISES !( ss Depreciation 

9. El RNITIRE AND FIX ITRF> 
less Deptei iation 

10. OTHMl ASSETS. including 
ni Ivor (to be specified) 

11. NON-BANKING ASSETS, ac- 
quired in satisfaction of claims 
(stating mode of valuation) 

' 12. PROFIT AND LOSS (Dr. Bal.) 


PROPERTY AND ASSETS 

Item No. 1 indicates Cash in Hand and Cash including 
foreign currency Notes with the Reserve Bank of India. 
Item No. 2 shows balances with other Banks in India and 
outside India separately. Item No. 3 indicates moneys lent to 
persons like Stock Brokers and Bill Brokers on condition that 
they are to be repaid as soon as demanded or after a Short 
Notice of repayment has been served. Item No. 4 shows the 
investing of the Bank’s funds in Government Papers (Gilt- 
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edged Securities) ; in Trustee Securities including Government 
Treasury Bills ; in Shares and Debentures and other Investments 
of approved Companies ; and in Gold. Item No. 5 will show 
the Advances made by the Bank in India and outside India 
under two heads, viz., (i) Loans, Cash Credits and Overdrafts 
and (ii) Bills discounted and purchased. Cash Credits signify 
an arrangement by which a customer's Account will be credited 
by a specified amount, to be withdrawn as and when required 
(the entry in the Account Books being to debit Cash Credits 
Account and to credit the customer's Deposit Account). 
Overdraft is a facility extended by a Bank to its constituents 
by which cheques are honoured by payment even though there 
may not be funds warranting such payments. In all of the cases 
of ordinary Loans, Overdrafts and Cash Credits there must be 
adequate securities lodged with the Bank. One of the cardinal 
functions of a Bank is to advance money to its constituents by 
discounting Bills of Exchange presented before it or by 
purchasing them outright. International Trade is fostered when 
there is arrangement for the discounting of foreign Bills. The 
Advances made by a Bank must be shown giving separately the 
details of the following : — 

(i) Debts considered good in respect of which the Bank 
is fully secured. 

(ii) Debts considered good for which the Bank holds no 
other Security than the Debtors' personal security. 

(iii) Debts considered good, secured by the personal 
liabilities of one or more parties in addition to the 
personal security of the Debtor. 

(iv) Debts considered doubtful or bad not provided for. 

(v) Debts due by Directors of Officers of the Bank or any 
of them either severally or jointly with any other 
person. 

(vi) Debts due to companies or firms in which the Direc- 
tors of the Bank are interested as Directors, Partners 
or Managing Agents, or in the case of Private 
Companies as Members. 
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(vii) Maximum total amount of loans including temporary 
advances )made at any time during the year to 
Directors or Managers or Officers of the company. 

(viii) Maximum lotal amount of loans, including temporary 
advances granted during the year to the companies 
or firms in which the Directors of the Bank are 
interested as Directors, Partners or Managing 

Agents or in the ease of Private Companies as 

Members. 

(ix) Due from Banks. 

Item No. 6 represents Bills of Exchange that have been lodged 
vith the Bank for being collected on behalf of its constituents. 
For the Bank these constitute both an ah set and a Liability — 
Amt, because the Bank will realise the proceeds of the Bills 
and Liab’litji btcau.se the Bank remains liable for making over 
the money to the Holder in Due Course (PayieL The same* 
matter, therefore, is aho txhibited on the Liabilities side under 
Item No. (5 (per coat t a * \m,thor rase \\hrr< an ibm is shown 

both as an Assit and as a Inability \p<r cow 1 to) is Item No. 7 

of Ihe Assets side in a Bank Balam e Sheet (which is Item No. 8 
on the other side! Such a case arises where the Bank accepts 
or endorses an Instrument on behalf of its constituents, who 
remain liable for the payment the Bank will make. What are 
the constituents' Inabilities would be considered Assets for the 
Banker. In a different language this thing will appear on the 
Inabilities side under Item No. 8 for the reason that a liability 
devolves on the shoulder of the Bank consequent on the 
acceptance or the endorsement. The meaning of the other items 
on the Assets side is obvious. 

CAPITAL AND LIABILITIES 

Item No. 1 indicates Capital raised by issue of Shares. 
The following groupings must be there : Authorised, Capital, 
Issued Capital and Subscribed Capital. From the amount of 
Subscribed Capital should be deducted the Calls Unpaid and to 
it shall be added the amount received on Forfeited Shares. 
Item No. 2 shows that so much of the profits and surplus 
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derived from the banking' business and from other sources was 
not given away as Dividend to shareholders, but was utilised 
in building Reserve Fund and Reserves. The difference between 
a Reserve Fund and a Reserve has earlier been discussed under 
Chapter X, Item No. 3 indicates the Deposit liability shouldered 
by a Bank. This liability is shown divided under three 
different Accounts : (i) Current Account, (h) Fixed Deposit 

Account and (iii) Savings Deposit Account. The amounts 
standing to the credit of the Current Accounts constitute the 
demand liability of a Bank ; for, the Bank has to remain prepared 
for meeting claims for payment for which no notice would be 
served. Little income cai. therefore be earned from the 
investment of these moneys, and on that account hardly is any 
interest allowed to the Deposits of these Accounts, The 
amounts of the other two Accounts constitute the time liability 
for the Bank Withdrawals against a Fixed Deposit Account 
cannot be done till the expiry of a fixed period (customers 
would be charged if earlier withdrawal is effected). In the 
case of a Savings Deposit Account the Depositors are allowed 
to withdraw money from their Accounts only once a week (the 
idea is to foster the savings of the public). The amounts 
standing at the credit of Fixed Deposit Accounts and Savings 
Deposit Accounts can, therefore, be made available for invest- 
ment bringing a good yield ; for, the Bank would find a time 
to meet a demand for payment (during which time it would 
be able to call back the lent moneys conditioned to be repaid 
at Call or at Short Notice). The Bank, therefore, allows an 
interest to the Depositors of these Accounts. Item No. 7 will 
show such Liabilities of a Bank as Pension or Insurance Fund, 
Unclaimed Dividends, Advance Payments, Rebate on Bills 
Discounted, etc. The term Rebate on Bills Discounted requires 
explanation. When Bills of Exchange are discounted, the 
Discount Account is credited by the Bank. A part of the 
Discount Account which relates to Bills not matured till the 
Balance Sheet date cannot be considered profit of the Bank. 
An adjustment, therefore is done on the closing date by debiting 
the Discount Account and crediting the Rebate on Bills 
Discounted Account. The credit balance of the latter Account 
will appear as a Liability on the Bank Balance Sheet. The 
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meaning of the other Liability Heads is clear from their very 
names. 

For prescribed forms of Bank Profit and Loss Account and 
Bank Balance Sheet and also for specimen Bank Audit Reports 
please refer to the Appendices portion of the Book. 

6. Audit of a Cinema House. The checking of the Cash 
Book will be similar to that in other Audits. Cash in hand 
must be counted and Securities in the safe must be inspected 
by the Auditor personally on the date of the Balance Sheet. 
The postings and castings of all the Books should be checked. 
Petty Cash Book must be vouched and Petty Cash in hand on 
the closing date counted. Wages and Salaries must be checked 
in detail with the Muster-Rolls and the Salary Book. The 
Purchases Day Book should be checked with the original invoices. 
Sales Day Book should be vouched with the Bill Books or copies 
of Bills issued to customers along with forwarding cha’lans.' 
There must be strict internal control regarding the printing 
and use of Cinema Tickets which must be consecutively numbered 
and preferably entered in a Ticket Stock Book and kept under 
lock and key by some responsible officer of the Cinema. All 
the receipts from Tickets must be entered in a separate Book 
which must be checked by the Auditor with Ticket counterfoils. 
An Entertainment Tax Book should be maintained showing 
gross earnings and tax payable to the Government with dates. 
When such taxes are actually paid the payments should be 
traced into the Cash Book. In the case of sales of Cigarettes, 
Drinks, etc., separate Stock Books should be maintained by the 
Management for these goods showing opening balances. The 
Sales must be checked by the Auditor with Cash Memos or 
tickets as the case may be. Separate closing stock certificates 
must be obtained by the Auditor of these goods and he should 
see that the figures agree with those shown on the Balance 
Sheet under Audit. Amounts received from parties for 
advertisements shown on the screen in the Cinema Hall should 
be checked with the Receipt counterfoils. Title Deeds of Land 
and Buildings and other properties must be verified by the 
Auditor and he must see that proper depreciations on all fixed 
Assets have been provided for in the Accounts. 
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7. Colliery Audit. The Cash Book must be carefully 
checked as described in previous audits. The closing Cash in 
Hand must be counted by the Auditor on the close of business 
on the date of the Balance Sheet. The Petty Cash Book must 
be vouched and the closing Petty Cash counted, like the cash- 
m-hand. The Wages Book should be checked with Muster 
Rolls, the Wages Sheets being duly initialled by some officer 
of the Colliery. All the postings and castings must be checked. 
The Sab s Day Book and the Purchases Day Book must be 
fully vouched. The list of Sundry Debtors and that of Sundry 
Creditors must be checked with respective Ledgers and with 
(he Confirmation of their balances on the date of the Balance 
Sheet The closing Stock of Coal must be certified by the 
Manager and a Statement submitted to the Auditor in lupporl 
of his certificate showing opening balance at the beginning of 
the year, Coals raised during the period. Coals consumed in 
the boiler, the Sale of Coal during the year and the Closing 
Stock of Coal. The Closing Stock must be valued at average 
cost or controlled selling rate, whichever is lower. Proper 
Provision for Depreciation must be made in the Accounts on 
Building, Machinery, Tools, Trucks, Lines, and Leasehold and 
Freehold Properties. The Auditor should personally see all the 
Title Deeds and other Securities. 

8. Audit of Insurance Companies. Insurance companies 
usually conduct the following classes of business, viz., (a) Life 
Insurance which is now nationalised and conducted by the Life 
Insurance Corporation of India under the Governmental 
supervision, (b) Fire Insurance, (c) Marine Insurance, (d) 
Accident Insurance, (e't Motor Car Insurance, and (f) 
Employer’s Liability Insurance and it is the duty of 
the Auditor to be conversant with the latest modifications 
of the Insurance Act before he undertakes an Insurance 
Audit. He must be acquainted also with all the Forms of 
Accounts and Returns which, under the new Insurance 
regulations, the Insurance Companies are required to submit 
to the Controller of Insurances yearly. In the case of a Life 
Assurance Company, the Audit of which is conducted by 
Government Auditors, the Premium Income must be checked 
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with the copies of Policies as per Policy Books, Cover Notes,* 
Renewal Registers, Lapsed Policies, etc. A monthly summary 
of all Premiums received should be compiled from these docu- 
ments showing in a Summary Abstract Book, the gross 
Premium received Irxs Commission paid. The Commission 
payable to the Agents should be verified with the 
Statements of Accounts, submitted by the Agents, together 
with the Agents' Ledger. All outstanding Commissions must 
he provided for in the Accounts. All the claims paid to 
clients must be checked with cancelled Policies, Death Certi- 
ficates. Discharge Notes, etc. Claims which were notified but 
not admitted must be provided for in the Accounts. Surrenders 
must be checked with endorsed Policies and Cash Receipts 
given by Policy holders. Annuity payments should be checked 
with the Cash Receipts given by the beneficiaries. The Re- 
insurance transactions and Re-Tnsuranee recoveries must be 
examined. All outstandings and all annuities accrued must be 
provided for in the Account. The Securities and Investments 
must he personally inspected by the Auditor on the date of 
the Balance Sh«et, Similar procedure should be adopted in case 
of Fire, Marine, Accident and other Insurance Companies 
The losses and claims paid should be cheeked with claim papers. 
Surveyors’ Certificate and other relevant documents. The 
Premium Reserve carried forward in the Accounts should be 
carefully studied. The Auditor should see that Investment 
Fluctuation Fund is properly maintained, as Insurance Com- 
panies make large investments. The Treaties (Agreements) 
with the Ceding Companies! in the cases of Re-Insurance must 
be personally examined by the Auditor. The outstanding 
balances of the Ceding Companies on the date of the Balance 
Sheet must he checked by the Auditor and must be reconciled 
with their Statements. 

9. Audit of Motor Transport Companies. The main 
system in operation for the collection of money through 

* Before a Policy i« prepared, a Cover Note is issued in favour of th' 
insured on receipt of the fir«t premium to cover the risk of the Policy. 

tBv a Ceding Company should be ‘meant an insurance company which 
enters into a re-insurance contract with another insurance company for 
shifting a portion of the risk burden. 
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Passenger and Goods service should be studied carefully by the 
Auditor. The conductors' Way Bills should be checked with 
the Traffic Book. Money received from the sale of tickets to 
passengers must be carefully checked. Advertisement receipts 
should be vouched with contracts entered into with parties. If 
motor cars are purchased through Hire Purchase system, the 
Agreements must be inspected by the Auditor. The payments 
on account of Hire must be taken into account. Proper Interest 
must be charged to Revenue also. It should be seen that 
adequatt Depreciation has been provided for in the Accounts. 
The Articles of Association and the Memorandum of Association 
of the company must be carefully studied together with the 
Directors’ and the Shareholders' Minute Books. The Cash Book 
and Traffic Receipt Books should be thoroughly vouched. The 
Stock Schedule must he checked and a Closing Slock certificate 
must be obtained from the Management. 

1U. Audit of Shipping Companies. The Articles of 
Association and the Memorandum of Association of the Company 
raii'-t be studied by the Auditor together with the Agreements 
between Captains of Vessels and the Management. The internal 
system of check should be observed and the Cash Book should 
be vouched fully The Voyage Account and all receipts and 
payments in connection with the voyages must be checked. 
Stores consumed during the voyage and the Stores in hand 
should be verified by the Auditor. The Freight Receipts should 
be checked with the Agents' Advices and Returns. Passenger 
fares should be checked with Receipt Counterfoils. All out- 
standing expenses in connection with a voyage must be brought 
into account. The Sundry Debtors' List for freight should 
be taken into verification and the Agents’ Commission should 
be checked thoroughly. The Charter Party Agreement and the 
Insurance Policy must be examined and all the Investments and 
Securities of the Company duly verified. It should be seen that 
proper depreciation has been provided for in the Accounts. 
Capital Expenditure must be vouched by reference to the 
supporting documents and all repairs and maintenance should 
be charged to the Voyage Account. All Dividends paid and 
those declared but not claimed should be checked as in a Joint 
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Stock Company Audit. Directors’ and Shareholders’ Minute 
Books and the Share Capital Accounts must also be brought 
under examination. 

11. Audit of Solicitors' Accounts. The method in 
operation for recording the receipt of money from clients should 
be studied. All the postings and castings of the Clients’ Cash 
Book and Ledgers must be checked. The Solicitors’ Cash Book 
should be properly vouched. The Bill Rooks must be checked 
with copies of Bills. Premiums received from Articled clerks 
must be vouched with the Agreement. All outstanding costs 
incurred on behalf of clients should be charged to their Accounts 
All the closing balances of Clients’ Ledger must be checked with 
their confirmations. The Payments made to the Counsels* for 
attending cases should be verified with their Receipts. Adequate 
Provision for Bad and Doubtful Debts must be made. All the 
Liabilities and outstandings should be thoroughly vouched and 
taken into Account. 

12. Audit of Publishers’ Accounts. The Cash Book and 
Petty Cash Book must be checked. All the castings and postings 
should be completed. If the Publishing concern is a limited 
company, the Memorandum and the Articles of Association must 
be studied. The Production Account in respect of all the books 
published must be checked separately including costs of Types, 
Blocks, Printing, Paper, Binding, etc. The Copyright should 
be taken at cost price in the Balance Sheet. All the closing 
stock must be checked with the Stock Schedule and a Certificate 
from the Management obtained by the Auditor. All Books sent 
to the Booksellers must be checked. Authors’ Royalties should 
be vouched with the Agreement entered into with the Author 
and the correctness of calculations examined. Proper provision 
must be made for Bad and Doubtful Debts. 

13. Audit of Gas Companies. The Memorandum and the 
Articles of Association of the Company must be studied by the 
Auditor. The Cash Book and the Petty Cash Book should be 

* Barrister* employed on one side fn suit ( for the Crown , the prosecution . 
the defence). 
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vouched fully. Receipts should be checked with Receipt Counter- 
foils and payments with Payment Vouchers and Receipts from 
parties. The Rental Ledger* should be checked with Meter 
Book where consumers’ monthly consumption of gas is recorded. 
All outstandings from Customers should be checked with 
Customers’ Ledgers. Contracts for Government and Public 
Lighting should be examined in detail. The Purchase Book 
should be checked with the original invoices. Capital Expen- 
diture must be vouched together with Capital Receipts. Deposit 
Accounts of consumers should be checked with Interest Payable 
Account* and with Deposit Receipts f-. Cash Sales should be 
\ erified with copies of Cash Memos and National Cash Register 
Records. Adequate Provision must be made for Depreciation 
Fund. The Closing S<ock should bo physically verified by 
leference to the Stock Schedule and the Certificate obtained from 
the Management All Inveslmtnis and Securities must be 
examined by the Auditor personally on the Balance Sheet date. 
All the Dhidonds paid and payable should be checked with 
(i) Counterfoils of Dividend Warrants, (11) Dividend Register, 
(ni) Bank Statements, and Civ) Shareholders’ Minute Book. 
Allocation between Capital and Revenue Expenditure must be 
tarefully scrutinized by the Auditor. The Share Capital Audit 
will be on the same line as that in an ordinary Limited Company. 
A Gas Company is a Statutory Company ; for, it comes under a 
Special Statute passed by the Parliament called ‘Gas Companies 
Act’. It will, however, be registered under the Companies Act. 
The Auditor should see thal the provisions of both pieces of 
legislation are duly complied with by the Gas Company under 
Audit. Whether Accounts have all been prepared, in the special 
form under the Double Account system, should engage the 
Auditor's attention. 


* The Rental Ledger contain* iccords of the consumers’ monthly rents 
for meters in*tal]id in their prtmises ; also, it record* charge* for consumption 
of gas. 

+ Deposit Receipt* are issued hy Gas Companies when money* are 
deposited by consumer* for meter* hiied. And the Company i« to pay an 
interest for the deposited amount. 4 
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For prescribed forms of Final Accounts of an insurance 
company and for specimen Audit Reports, please refer to the 
Appendices portion of the book. 

14. Audit of Schools and Colleges. At the time of 
conducting the Audit of Accounts maintained by Schools and 
Colleges, the Auditor should concentrate his attention to the 
following points : — 

(1) It should ho seen that the Final Accounts are 
compiled in terms of the directions issued by the 
.Secretary of the Education Department. 

(2) The Income from tuition fees and other charges 
pa.vable by the students should be ascertained by 
reference to the Students’ Registers, the Prospectus 
of tin in t'tution containing rules regarding 
payment of too 1 * &c . and the counterfoils of Receipts. 

(11) It should be checked up that all of the sundry lees 
won 1 realised and recoid°d in the Account Books 
excepting the eases of arrears. 

(4t All Income fiom fees should be traced into the 
Cash Book. 

(5) The copies of Letters of Appointment of Teachers. 
Professors and other employees of the institution 
should be examined for verifying that proper 
amounts are paid to them every month as per record 
in the Cash Book. Proper Receipts must be seen of 
such payments. 

(6) The expenses on account of the purchase of Library 
Books should be verified with Sanctions from the 
Library Committee and Receipts from Suppliers. 

(7) On the Financial Closing date physical verification 
must be made of all Library Books in Hand and all 
Cash Balances. 
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(8) Banker’s Certificate should be obtained regarding 
Bank Balance and a Bank Reconciliation Statement 
drawn up if the Bank Balance as shown by the Cash 
Book differs from that exhibited by the Bank 
Statement. 

(9) Proper Depreciation must be provided for on 
Buildings, Furniture, Books, etc. 

(10) Special inquiry should be made of — (il whether 
any fees receivable are considered doubtful of 
recovery ; (ii) whether the special grants are 
expended for the particular purposes only for which 
they are sanctioned ; ( iii') whether there is effective 
internal check that would render adoption of foul 
means by the ministerial staff difficult ; and (iv) 
whether all of the disbursements are supported b> 
authentic vouchers. 

15. Audit of a Charitable Institution. In Auditing the 
Accounts of a Charitable Institution the following should be 
included in the programme of the Auditor : 

(1) A list of all Donations and Subscriptions r<eived 
during the year should be obtained from the 
Management and that verified by reference to the 
Cash Book. 

(2) The Cash Book should be checked in full with Receipt 
counterfoils which must be consecutively numbered. 
This is for ensuring that all donations and 
subscriptions recehod have been properly incor- 
porated in the List. 

(3) The income from Legacies* should be checked with 
Solicitors’ Correspondence, Legacy Register and 
Counterfoils of Receipts issued to parties. 

(4) The income from Investments should be verified 
with Bank Advices and Investment Register. 

(5) Rent receipts should be checked with the Agreements, 
the Rent Register and the Receipt Counterfoils. 


* Legacy i Gift left by wH- 
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(6) All outstanding incomes must be brought into the 
accounts, and it should be seen whether any amount 
is considered doubtful of recovery. 

(7) Charities granted to parties should be checked with 
Sanctions from the Committee of Management and 
the Receipts from parties. 

(8) It should be seen that an Income and Expenditure 
Account is prepared, all outstanding and unexpired 
amounts being properly taken into account and that 
it is followed by a duly drawn up Balance Sheet. 

16. Audit of Contractors' Accounts. While subjecting 
the Accounts of a Contractor to a scientific Audit, the Auditor 
'should focus his attention to the following points : — 

(1) If there are ‘internal check’ and ‘internal control’ 
in operation 

<2> Whether there is an efficient costing method 
employed for valuing the amount of Uncompleted* 
Contracts. 

Cl) Whether tht Work-in-Progress is valued at Prime 
Cost, i.e., on the basis of Direct Materials consumed 
and Direct Labour engaged oi whether Overhead 
Charges are also included 

(4) Whether the system of purchase of Raw Materials 
and valuation of Closing Stock is fault-free. 

(5) Whether Closing Stock is physically verified on the 
closing day of the financial year. 

(6) Whether any profit is taken in the Accounts on 
Uncompleted Contracts ; if so, on what basis. 

(7) Whether all of the expenses are supported by 
authentic vouchers. 

(8) Whether separate Accounts are maintained for 
various Contracts, and Profit or Loss is determined 
for every Contract separately. 

(9) Whether all the Outstanding Income and Expenditure 
have been incorporated into the Final Accounts. 
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17. Audit of Hotels and Restaurants. At the time bf 
conducting a Hote. Audit, the Auditor should pay his attention 
to the following points : — 

(1) The Boarders’ Book should be examined with the 
Boarders’ Register and it must be seen that all 
receipts from the Visitors and the Boarders are 
incorporated into the Cash Book. 

(2) The Cash Book should be examined with the Receipt 
Counterfoils, the originals of which are given (i) to 
the Boarders at tho time of their monthly settlement 
of Accounts, and (n) to the temporary visitors while 
settling up their Bills. 

(3) The Visitors’ Book should be verified with tho 
Visitors' Register to see that all amounts received 
from them are recorded in the Cash Book. The 
Receipt counterfoils should also be examined in this 
connection 

(4) It should be seen whether proper depreciation has 
been provided in the Accounts for Premises, 
Furniture, Bed, Linen, Crockery, etc. 

(5) All the daily market expenses for Provisions, Stores, 
Vegetables, Fish and Meat should be checked with 
Daily Statements submitted by bazaar-goers, 
supported by vouchers. 

(6) All petty expenses should be cheeked with relative 
vouchers. 

(7) It should be seen that all outstanding or prepaid 
expenses and all accrued incomes or incomes received 
in advance are duly brought inlo the Final Accounts. 

18. Audit of a Newspaper Publishing House. The 
Auditor conducting a Newspaper Audit would always be 
required to chalk out his programme as narrated below : — 

(1) The Income from daily advertisements should be 
checked with Advertisement Day Book and copies of 
Receipts issued to parties. 


18 
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(2) The total of daily collections should be traced into the 
Cash Book under Advertisement receipts. 

(5) The Production Account should be scrutinized to 
ascertain the number of daily papers printed and 
checked up with the Agent's Distribution Sheets to 
verify the number of copies issued to public. 

(4) The income from the sale of newspapers should be 
verified with the Agents' Certified Returns and 
traced into the Cash Book. 

(6) All the expenses as per Cash Book should be checked 
with vouchers and relative documents. 

(6) The Service Agreements of the Editor, the Sub- 
Editors, the Manager, the Printers and others should 
be carefully examined with a view to seeing that 
establishment expenses have been properly charged. 

(7) It should be seen that proper depreciation has been 
provided in the Final Accounts for Premises, 
Printing Machines and Printing matters. 

(8) All outstanding income and expenditure should 
be taken into account. 

(9) It should be seen that proper allowance has been 
made for machines which are obsolete. 

QUESTIONS ON CHAPTER XVI 

1. As an Auditor of a Chemists' Shop on what special points 
would you concentrate your v'ork ? 

[Hints : (a) Examine whether there is any Internal check in 

operation regarding Cash and Credit Sales and Stock. 

(b) Check Cash Sales with Cash Memos and Credit 
Sales with Outward Receipted cliallans and Copies of 
Bills issued to Customers. 

(c) Trace the Amounts received on account of Cash 
and Credit Sales int-o the Cash Book, the Bank 
Statements and the Pay-in-Slips. 

(rO Cheek the Purchases Book with Original Invoices 
and Order Books. » 
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(e) Vouch all Payments with Counterfoils of Cheque 

Books and Receipts from parties. 

(f) See that proper Stock Book is maintained for 

Stock of Medicine with columns for ( 1 ) Opening 

Balance, (ii) Issues, and (in) Closing Balance. 

(g) Make a physical examination of Closing Stock 

with Certified Inventory.] 

2. How will you conduct the Audit of a Transport Company ? 

[ Hints : (a) Passenger receipts and Goods receipts should be 

checked Itli Returns of Tickets sold and Copies 
of Way Bills. 

(b) Receipts from Ad\ertisements to be \ouched with 
Agreements with parties and copies of Receipts 
given to them. 

(cj Capital Expenditure, eg. Purchase of Lorries 
and Vehicles to be vouched with Original Invoices, 
Order Books and Parties’ Receipts. 

(d) Expenditure for Repairs and Maintenance to be 
checked with Parties’ Estimates, Bills, Cheque 
Counterfoils and Parties’ Receipts. 

(e) Proper provision for Depreciation as per Income 
Tax Regulations to be inquired about. 

(f) A Certified Inventory of all Lorries, Vehicles, 
Tyres, etc., to be obtained from the Management 
on the Balance Sheet date and a physical veri- 
fication to be conducted, wherever possible. 

(g) A proper Internal Check to be insisted upon on all 
movements of goods, money and material.] 

3. To what special points would you direct your attention 
as the Auditor of a Hotel ? 

[Hints : (a) Verify the amounts received from temporary 

visitors as sales proceeds of Meals, Wines, etc., 
by taking the Cash Book and the Copies of Cash 
Memos into examination. 

(b) Cheek the amounts received from Residents of the 
Hotel by reference to the Visitors* Ledger, the 
Visitor®’ Book, the Copies of Bills and the 
Counterfoils of the Receipt Book. 
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(c) Verify the Purchases of Provisions, Wines, etc., 
from the Purchases Book, the Original Invoices 
and the parties' Bills and Receipts. 

(d) See if there is any Internal Cheek in operation 
regarding Cash Sales and Purchases. 

(e) Ohtam a Certified List of Closing Slock of Wines 
and Provisions and make a physical verification 
on the Balance Sheet date.] 

4 IIow will you conduct the Audit of a Club ? 

{flints : (a) Members’ Entrance Fees and Subscriptions should 

he vouched with Applications from Members, 
Receipt Counterfoils, Minutes of Club Committee 
Mce hn^s and Members’ Register. 

(b) It should be seen that Subscriptions received in 
Ad\antc and Outstanding Subscriptions are pro- 
perly recorded in the Accounts. 

(t ) Income from Sale of Refreshments should^ be 
cheeked with (’ash Memos. 

(d) Purchase s of Food and Provision and also of 
Sports Materials should be checked with Original 
Invoices, Order Book and Parties’ Bills and 
Receipts. 

(e) A Certified List of Foodstuff* Sports Materials, 
Investments and Furniture should be obtained and 
a physical verification made on the Balance Sheet 
dale. ] 

5. To what particular points should you direct your attention 
at the time of a Cinema Audit ? 

\Hin1s (a) Check the income from the Sale of Tickets with 
Daily Returns of Tickets sold at each show as 
certified by the Manager. 

(b) See if there is any internal check on Cash Sales 
of Tickets and Stock of Printed Tickets. 

(c) Ascertain whether Entertainment Taxes have been 
properly collected and paid into Reserve Bank of 
India. 

(eD Check the F|lm Hire amount with the Distribu- 
tors’ Agreements and Receipts. 
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(e) Check the operating expenses with the Operators* 
Vouchers and Re( ipts and Service Agreements. 

(f) Advances given to Distributors and Producers 
should be checked with their Correspondence and 
Receipts. 

(g) Certified Inventory of Machinery , Films, Furniture, 
etc., should be clinked bv a personal inspection 
on Balance Sheet date J 

On what special points would vou concentrate your 
attention at the time of the Audit of a Tea 
Company ? 

[Units (a) Ascertain w lu tlier the Tea Garden Books main- 
tained at tlie Garden are properlv audited at that 
end by a Qualified Branch Auditor and whether 
proper Returns are submitted at Htad Offiic, 
certified bv the Manager and the Auditor and 
whether thtj have been incorporated in the Head 
office Books. 

(b) Tea Sales should be checked with lea brokers* 
Account Sales showing the quantity sold and the 
proceeds of the Sales. 

(c) Excise Duty paid should be checked with Excise 
Receipts. 

(d) All payments should be checked with Payment 
Vouchers and Parties' Receipts and Bills. 

(e) Purchase and Sah of Export Quotas should be 
checked with Statements and Receipts. 

(f) A List of Closing Stoik of Tea duly verified and 
certified by the Manager and the Auditor should 
be obtained and a physical verification arranged 
wherever possible.] 

7. How will } on conduct (he Audit of a Coal Company ? 

[Hints : fa) If there is a qualified Branch Auditor at the 
Colliery, it should be seen that Certified Returns 
from the Auditor arc submitted to Head Office in 
time and that they are duly incorporated in the 
Head Office Books. 

fb) Royalty payments should be vouched with Leases 
and Agreements. 



278 


PRINCIPLES AND PRACTICE OF AUDITING 


(c) All Sales should be vouched by reference to Wagon 
Despatch Statements, Contracts with parties, 
Challans and Receipt Counterfoils. 

(d) Wage payment should be checked by taking into 
examination Parties’ Receipts, Muster-Rolls, Wages 
Abstracts and other relevant documents. 

(e) A Certified List of Closing Stock should be 
obtained from the Branch Auditor showing (i) 
Opening Balance, (ii) Raisings of Coal during the 
period under review, (iii) Despatches, and (iv) 
Balance at Close. 

(f) As in other Audits, here, too, an efficient system 
of Internal Check should be insisted upon.] 

How would you conduct the Audit of a College ? 

[Hints <i\) Get a certified copy of the Budget, duly passed by 
the Governing Body of the institution, to examine 
the Heads of Income and Expenditure. 

(b) Check the Admission Fees realised from tHb 
students by reference to the duplicates of Receipts 
issued to t heir favour. 

(e) Vouch monthly collection of tuition fees with the 
Counterfoils of Fee Books. 

(d) Ascertain the total amount of tuition fees and 
other fees payable by the students monthly from 
the Attendance Register of all the sections of 
various classes and see that the total collections 
(together with listed arrears) tally with the 
ascertained figure. 

(e) If any Government Grants are received, vouch the 
amoimt with Receipt Counterfoils and the Corres- 
pondence in connection therewith. 

(f) Vouch Salaries paid to the Staff, Professorial, 
Ministerial and Menial, by reference to the Salary 
Book (Acquittance Roll), Service Agreement and 
the Personal File. 

(g) Inspect the Closing Stock of Library Books, 
Furniture and Fixture, &c., personally on the 
Balance Sheet date along with a Certified List. 

(h) Be satisfied that the system of recording the 
incomings and outgoings of Cash does not leave 
room for fraudulent practices. 



DIFFERENT CLASSES OF AUDIT 


279 


(0 See that the Accounts are all compiled, in keeping 
with Instructions received from the Education 
Department.] 

9. To what special points should the Auditor of a Shipping 
Company concentrate his attention ? 

[Hints : (a) The extent of Internal Check in operation should 

be studied. 

(b) Income from the Sale of Passenger Tickets and 
Freight on Goods should be checked with the 
respective Summaries, Counterfoils of Tickets and 
Copies of Freight Bills. 

(c) It is to be seen that separate Accounts are kept 
for each vessel and a separate Account is compiled 
for each \ oyage which should be debited with 
Revenue Expenses and credited with Freight and 
Passage Money. 

(d) Consumable Stores in hand after the completion 
of ihe Voyage should l>e credited to the Voyage 
Account as Closing Stores. 

(e) Outstanding liabilities on each Voyage and Accrued 
Incomes should l»e included in the Voyage Account. 

(f) It is to be seen that the Agents' Statements of 
Accounts and Insurance Premiums have been 
incorporated into the Accounts after proper 
adjustments. 

(g*) It is to be checked up whether Commissions, 
Depreciations and other Revenue Charges have 
been correctly set off against the Profits. 

(h) All Capital Expenditure and all expenses of 
Repairs and Renewals should be vouched by taking 
into examination the relevant vouchers and docu- 
ments ; and the proper allocation between Capital 
Expenditure and Revenue Expenditure should 
always be insisted upon.] 

10. Enumerate some special points you will note at the 
time of the Audit of an Electric Company. 

[Hints : (a) The system of Internal Check in operation should 

be studied. 

(b) Provisions of the Special Electricity Act should 
be examined. 

(c) All costs of Replacements and Repairs should be 
charged to Revenue and ‘Additions to Capital 
Equipments should be Capitalised. 
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(d) Incomes from consumption of electricity by con- 
sumers should be checked with Consumers' 

Ledgers and other documents. 

(e) All outstandings from consumers should be verified 
from the Consumers’ Ledgers and traced into the 
Balance Sheet. 

(f) Contracts with Corporations, Port Trusts, Improve- 
ment Trusts and Other Public Bodies should be 
examined to ascertain the rate of consumption per 
unit and see that income from such consumption 
has been properly accounted *or. 

(g) Contracts with factories, workshops, etc., for 
current consumed in respect of Motive Power 
should be scrutinized with a view to ascertaining 
the correct amounts realised and provided for in 
the Accounts. 

(h) Proper allocation of all expenses for (a) Genera- 
tion of Electricity (b) Distribution of Electricity 
and (c) Management of the concern must ha\e 
been done. This allocation should be certified by 
a responsible official, e.g., the Commercial Manager. 

(i) Depreciation should be properly provided for on 
Machinery, Buildings. Mains, Meters, Power 
Houses, etc. 

(j) It must be seen that Final Accounts are drawn 
up under Double Account system and in terms of 
the Electricity Act.] 

11. What are the special points to be considered at the time 
of the Audit of a Contractor’s Account ? 

[Hints : (a) Whether there are proper records of consumable 

Stores regarding receipts from suppliers and issues 
to different Contracts and also if there is any 
internal check in operation. 

(b) The method of the payment of Wages to Workmen, 
the proper allocation of wages between Contracts, 
and the extent of safeguards adopted at the time 
of wage disbursement. 

(O Whether Depreciation on Plant used for different 
Contracts is allocated correctly. 

(d) Whether separate - Account is maintained for each 
Contract with proper allocation of Overhead 
Expenses. 
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(e) The method of valuation of uncompleted Contracts, 
and the proper precision for all liabilities 
including unforeseen expenses. 

(fj Whether anticipated profits on Uncompleted Con- 
tracts have been taken into credit in the Profit and 
Loss Account ; u* so, whether the inclusion lias 
been on cash basis. 

(g) Due verification of the* amounts received on 
( ontraets with Architects* Certificates. 

(10 Taking the Contracts with parties the Hill of Cost 
of the Contractor, and his detailed Estimate into 
examination. 

(i) Obtaining a Certified Inventory of the Stock-in- 
trade and other Assets from the Management and 
conducting a physical verification on the Balance 
Sheet date.] 

12. llovv will y on Audit the Accounts oi a eompanv 
publishing Neve -papers ? 

[Hints: fa) Receipts from Advertisements Oiould be cheeked 
with the Counterfoils of Receipt Books and with 
t lie Contracts with customers. 

(bj Subscriptions (Collections on the sale of News- 
papers ) should be verified from Statements of 
Newspaper Agents and the Issue Register indica- 
ting number of Newspapers handed over to the 
Agents. 

(e) Commission paid to the Agents should he checked 
with their Receipts, Statements and terms of 
Agreement. 

(d) All expenses oi Printing should be vouched with 
the Bills, Receipts and other relevant Documents. 

(e) Cost of Mac limes and Printing Materials should 
be checked with original invoices and parties’ 
Receipts. 

(f) Depreciation on Plant and Machinery, Printing 
Materials Premises, etc., should be provided for 
as laid down in the Income-Tax Schedule. 

(g) A Certified Inventory should be obtained from the 
Management of the Closing Stock of Printing 
Matters and a physical verification conducted on 
the Balance Sheet date. 

(h) Cost of Production of Newspapers should be 
checked with the Production Statement duly 
supported by relevant Documents and Record .] 
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PORTION OF THE COMPANIES ACT, 1956 (As modified up to the 
Irt. May, 1961) DWELLING ON “ACCOUNTS” AND “AUDIT 

Accounts 

Books of account 209. 1 [ ( 1 ) Every company shall keep 

to be kept by at its registered office proper books of 

company. account with respect to — 

(ja) all sums of money received and 
expended by the company and 
the matters in respect of which 
the receipt and expenditure 
take place ; 

(h) all sales and purchases of goods 
by the company ; and < 

(r) the assets and liabilities of the 
company : 

Provided that all or any of the books of account aforesaid 
may be kept at such other place in India as the Board of directors 
may decide and when the Board of directors so decides, the 
company shall, within seven days of the decision, file with the 
Registrar a notice in writing giving the full address of that 
other place.] 

(2) Where a company has a branch office, whether in or 
outside India, the company shall be deemed to have complied 
with the provisions of sub-section (1), if proper books of account 
relating to the transactions effected at the branch office are kept 
at that office and proper summarised returns, made up to dates 
at intervals of not more than three months, are sent by the 
branch office to the company at its registered office or the other 
place referred to in sub-section (I). 

(3) For the purposes of sub-sections (1) and (2), proper 
books of account shall not be deemed to be kept with respect to 
the matters specified therein, if there are not kept such books as 
are necessary to give a true and fair view of the state of the 

1 Subs, by Act 65 of 1960, s. 60, for sub-section (I). 
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affairs of the company or branch office, as the case may be, and 
to explain its transactions 

(4) The books of account shall be open to inspection by 
any director during business hours ; 

1 [.Provided that the books of accounts shall also be open to 
inspection by the Registrar or by any officer of Government 
authorised by the Central Government in this behalf if in the 
opinion of the Registrar or such officer sufficient cause exists 
for the inspection of the books of account.] 

1 [(4A) The books of account of every company relating to 
a period of not less than eight years immediately preceding the 
current year shall be preserved in good order : 

Provided that in the case of a company incorporated less 
than eight years before the current year, the books of account 
for the entire period preceding the current year shall be so 
preserved.] 

(5) If any of the persons referred to in sub-section (0) 
fails to take all reasonable steps to secure compliance by the 
company with the requirements of this section, or has by his own 
wilful act been the cause of any default by the company 
thereunder, he shall, in respect of each offence, be punishable 
with ■-[■ imprisonment for a term which may extend to six 
months, or with fine which may extend to one thousand rupees, 
or with both] : 

Provided that in any proceedings against a person in respect 
of an offence under this seciion consisting of a failure to take 
reasonable steps to secure compliance by the company with the 
requirements of this section, it shall be a defence to prove 3 * * * 
that a competent and reliable person was charged with the duty 
of seeing that those requirements were complied with and was 
in a position to discharge that duty : 

1 [ Provided further that no person shall be sentenced to 
imprisonment for any such offence unless it was committed 
wilfully.] 


3 Ins. by Act 65 of 1960, s. 60. 

2 Subs, by s. 60, ibid., for “fine which may extend to one thousand rupees”. 

3 The words “that he had reasonable ground to believe, and did believe” 
omitted by s. 60, ibid. 
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(6) The persons referred to in sub-secticn (5) are the 
following namely : — 

(a) where the company has a managing agent 
4 [secretaries and treasurers or managing director or 
manager], such managing agent 4 [secretaries and 
treasurers or managing director or manager] ; 

(b^ where such managing agent or secretaries and 
treasurers are a firm, every partner in the firm ; 

O) where such managing agent or wtcretaries and 
treasurers are a bcdy corporate, every director of 
such body corporate ; and 

(<1) where the company has neither a managing agent nor 
1 [secretaries and treasurers nor managing director 
nor manager, every director of the company]. 

(7t It' any person, not being a person referred to in sub- 
section (6'). having been charged by the managing agent, 
secretaries and treasurers, -[managing director, manager] or 
Board of directors, as the case may be. with the duty of seeing 
that the requirements of this section are complitd with, makes 
default in doing so, he shall, in respe -f of each offence, be 
punishable with * [imprisonment for a term w r hich may extend 
to six months, or with fine which may extend to one thousand 
rupees, or with both], 

210 . O'! At every annual general 

Annual accounts meeting of a company held in pursuance of 

and balance sheet, section lfi6. the Board of directors of the 

company shall lay before the company — 

(a) a balance sheet as at the end of 
the period specified in sub- 
section (J) ; and 

(£>) a prefit and lcs u at count fo* 
that p°riod. 


4 Sub*, by s. 60. ibid., foi “or secretaiie^ and treasurer*”. 

1 Sub*, bv \ct 6."> of 1960, s. 60 for •‘‘vcietarn • am! uea~mer«. c\crv 
director of the company”. 

2 In*, by s. 60, ibtd. 

3 Subs, by s. 60, ibid., (or “fine which mav extend to ene thousand mpee- * 
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(2) In the case of a cc mpany not carrying on business for 
profit, an income and expe diture account shall be laid before 
the company at its annual general meeting instead of a profit 
and loss account, and all references to “profit and loss account”, 
“profit” and “loss” in this section and elsewhere in this Act, 
shall be construed, in relation to such a company, as references 
respectively to the “income and expenditure account”, “the 
excess of income over expenditure”, and “the excess of 
expenditure over income”. 

(i) The profit and loss account shell relate — 

(«) in the case of the first annual general meeting of the 
company, to the period beginning with the incor- 
poration of the company and ending with a day which 
shall not precede the day of the meeting by more than 
nine months ; and 

1 [(b) in the case of any subsequent annual general 
meeting of the company, to the period beginning with 
the day immediately after the period for which the 
account was last submitted and ending with a day 
which shall not precede the day of the meeting by 
more than six months, or in cases where an extension 
of time has been granted for holding the meeting 
under the second p’ wiso to sub-section (J) of section 
166, by more than six months and the extension so 
granted 1 

(O The period to which the account aforesaid relates is 
referred to in this Act as a “financial year” : and it may be less 
or more than a calendar year, but it shall not exceed fifteen 
months : 

Provided that it may extend to eighteen months where 
special permission hap been granted m that behalf by the 
Registrar. 

(5) If any person, being a director of a company, fails to 
take all reasonable steps to comply with the provisions of this 
section, he shall, in respect of each offence, be punishable with 
imprisonment for a term which may extend to six months, or 

iSubs. by Act 65 of I960, s. 61, for cL (5). 
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with fine which may extend to one thousand rupees, or with 
both : 

Provided that in any proceedings against a person in respect 
of an offence under this section, it shall be a defence to prove 
2 * * * that a competent and reliable person was charged with 
the duty of seeing that the provisions of this section were 
complied with and was in a position to discharge that duty : 

Provided further that no person shall be sentenced to 
imprisonment for any such offence unless it was committed 
wilfully. 

(6) If any person, not being a director of the company, 
having been charged by the Beard of directors with the duty of 
seeing that the provisions of this section are complied with, 
makes default in doing so, he shall, in respect of each offence, 
be punishable with imprisonment for a term which may extend 
to six months, or with fine which may extend to one thousand 
rupees, or with both : 

Provided that no person shall be sentenced to imprisonment 
for any such offence unless it was committed wilfully. 

211. 1 F C J) Every balance sheet of a 
Form and contents company shall give a true and fair view of 

of balanc e sheet the state of affairs of the company as at the 

and profit and end of the financial year and shall, subject 

loss account to the provisions of this section, be in the 

form set out in Part I of Schedule VI, or as 
near thereto as circumstances admit or in such other form as 
may be approved by the Central Government either generally or 
in any particular case ; and in preparing the balance sheet due 
regard shall be had, as far as may be, to the general instructions 
for preparation of balance sheet under the heading “notes” at 
the end of that Part : 

Provided that nothing contained in this sub-section shall 
apply to any insurance or banking company or any company 
engaged in the generation or supply of electricity or to any other 

8 The words “that he had reasonable ground to believe, and did believe* 
omitted by a. 61, ibid. 

1 Subs. by Act 65 of 1960, s. 62, for sub-section ( 1 ). 
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class of company for which a form of balance sheet has been 
specified in or under the Act governing such class of company.] 

(f) Every profit and loss account of a company shall give a 
true and fair view of the profit or loss of the company for the 
financial year and shall, subject as aforesaid, comply with the 
requirements of Part II of Schedule VI, so far as they are 
applicable thereto : 

Provided that nothing contained in this sub-section shall 
apply to any insurance or banking company 3 [or any company 
engaged in the generation or supply of electricity], or to any 
other class of company for which a form of profit and loss 
account has been specified in or under the Act governing such 
class of company. 

(5) The Central Government may, by notification ni the 
Official Gazette, exempt any class of companies from compliance 
with any of the requirements in Schedule VI if, in its opinion, 
it is necessary to grant the exemption in the 3 [public interest]. 

Any such exemption may be granted either unconditionally 
or subject to such conditions as may be specified in the 
notification. 

(4) The Central Government may, on the application or 
with the consent of the Board of directors of the company, by 
order, modify in relation to that company any of the require- 
ments of this Act as to the matters to be stated in the company’s 
balance sheet or profit and loss account for the purpose of 
adapting them to the circumstances of the company. 

(5) The balance sheet and the profit and loss account of a 
company shall not be treated as not disclosing a true and fair 
view of the state of affairs of the company merely by reason 
of the fact that they do not disclose — 

(i) in the case of an insurance company, any 
4 of 1938 matters which are not required to be 

disclosed by the Insurance Act, 1938 ; 


3 Ins. by s. 62, i 'ML 

3 Sub«. bv s 62. ibid , for “national interest”.' 
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(u) in the case of a banking company, any 
matters which are not required to be 
disclosed by the Banking Companies 
Act, 1949 ; 

(in) in the case of a company engaged in the 
generation or supply of electricity, any 
matters which are required to be 
disclosed by 1 [both the Indian Electricity 
Act, 1910, and the Electricity (Supply) 
Act, 1948] ; 

( iv ) in the case of a company governed by 
any other special Act for the time being 
in force, any matters which are not 
required to be disclosed by that special 
Act ; or 

(v) in the case of any company, any matters 
which are not required to be disclosed 
by virtue of the provisions contained in 
Schedule VI or by virtue of a notification 
issued under sub-section (3) or an order 
issued under sub-section (4). 

(6) For the purposes of this section, except where the 
context otherwise requires, any reference to a balance sheet or 
profit and loss account shall include any notes thereon or 
documents annexed thereto, giving information required by this 
Act, and allowed by this Act to be given in the form of such 
notes or documents. 

(?) If any such person as is referred to in sub-section (6) 
of section 209 fails to take all reasonable steps to secure 
compliance by the company, as respects any accounts laid before 
the company in general meeting, with the provisions of this 
section and with the other requirements of this Act to the 
matters to be stated in the accounts, he shall, ini respect of each 
offence, be punishable with imprisonment for a term which may 
extend to six months, or with fine which may extend to one 
thousand rupees, or with both : 

1 Subs, by Act 65 of 1960. * 6J!, for “the Electricity Supply Act, 1948 
(54 of 19481. 


10 of 1949 


9 of 1910 
b4 of 1948 
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Provided that in any proceedings against a person in respect 
of an offence under this section, it shall be a defence to prow 
! [* * * that a competent and reliable person was charged 
with the duty of seeing that the provisions of this section and 
the other requirements aforesaid were complied with and was 
in a position to discharge that duty : 

Provided further that no person shall be sentenced to 
imprisonment for any such offence unless it was committed 
wilfully. 

(5) If any person, not being a person referred to in sub- 
section (6) of section 209, having been charged by the managing 
agent, secretaries and treasurers, 1 [managing,! or Board of 
diiectors, as the case may be, with the duty of seeing that the 
provisions of this section and the other requirements aforesaid 
are complied with, makes default in doing so, he shall, in respect 
of each offence, be punishable with imprisonment for a term 
which may extend to six months or with fine which may extend 
to one thousand rupees, or with both : 

Provided that no person shall be sentenced to imprisonment 
for any such offence unless it was committed wilfully. 

212. (2) Tit>'re shall be attached to the 

balance sheet of a holding company having 
a subsidiary or subsidiar : es at the end of 
the financial year as at which the holding 
company's balance sheet is made out, the 
following documents in respect of such 
subsidiary or of each such subsidiary, as the 
case may be : — 

(a) a copy of the balai c * sheet of the 
subsidiary ; 

(ft) a copy of its profit and loss account ; 

(c) a copy of the report of its Board of 
directors ; 

2 The words “that he had reasonable ground to believe and did believe” 

omitted by s. 62, ibid. 

1 In-, by Act 65 of 1960. s» 62. 

19 


Balance sheet of 
holding company 
to include 
< ertam particulars 
as to its subsi- 
diaries 
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(d) a copy of the repent of its auditors ; 

(«) a statement of the holding: company's 
interest in the subsidiary as specified in 
sub-section (s) ; 

(/) the statement referred, to in sub-section 
(5), if any ; and 

(p) the report referred to in sub-section (6), 
if any. 

(5) 2 [(«) The balance sheet referred to in clause (a) of 
sub-section (1) shall be made out in accordance with the 
requirements of this Act, — 

(i) as at the end of the financial year of the subsidiary, 
where such financial year coincides with the financial 
year of the holding company ; 

(ii) as at the end of the financial year of the subsidiary 
last before that of the holding company where the 
financial year of the subsidiary does not coincide with 
that of the holding company ;] 

(6) The profit and loss account and the reports of the 
Board of directors and of the auditors, referred to in clauses 
(6), (c) and (d) of sub-section (1), shall be made out, in 
accordance with the requirements of this Act, for the financial 
year of the subsidiary referred to in clause (a). 

(e) 1 [Where the financial year of the subsidiary does not 
coincide with that of the holding company, the financial year 
aforesaid] of the subsidiary shall not end on a day which 
precedes the day on which the holding company’s financial year 
ends by more than six months. 

(d) Where the financial year of a subsidiary is shorter in 
duration than that of its holding company, references to the 
financial year of the subsidiary in clauses (a), (6) and (c) 
shall be construed as references to two or more financial years 


2 Subs, by s. 63. ibid., for cl. (a). 

l Subs, by Act 65 of 1960. s. 63, for “The financial year aforesaid". 
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of the subsidiary the duration, of which, in the aggregate, is 
not leas than the duration of the holding company’s financial 
year. 

(S') The statement referred to in clause (e) of sub-section 
(1) shall specify — 

(а) the extent of the holding company’s interest in the 
subsidiary at the end of the financial year or of the 
last of the financial years of the subsidiary referred 
to in sub-section (2) ; 

(б) the net aggregate amount, so far as it concerns 
members of the holding company and is not dealt 
with in the company’s accounts, of the subsidiary’s 
profits after deducting its losses or mce versa — * 

(O for the financial year or years of the subsidiary 
aforesaid ; and 

(m) for the previous financial years of the subsidiary 
since it became the holding company’s subsi- 
diary ; 

(c) the net aggregate amount of the profits of the 
subsidiary after deducting its losses or vice versa — 

(i) for the financial year or years of the subsidiary 
aforesaid ; and 

(it) for the previous financial years of the subsidiary 
since it became the holding company’s subsi- 
diary ; 

so far as those profits are dealt with, or provision 
is made for those losses, in the company’s accounts. 
(4) Clauses (b) and ( c ) of sub-section (S) shall apply only 
to profits and losses of the subsidiary which may properly be 
treated in the holding company’s accounts as revenue profits 
or losses, and the profits or losses attributable to any shares 
in a subsidiary for the time being held by the holding company 
or any other of its subsidiaries shall not (for that or any other 
purpose) be treated as aforesaid so far as they are profits or 
losses for the period before the date on or as from which the 
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shares were acquired by the company or any of its subsidiaries, 
except that they may in a proper case be so treated where — 

(а) the company is itself the subsidiary of another body 
corporate ; and 

(б) the shares were acquired from that body corporate 
or a subsidiary of it ; 

and for the purpose of determining whether any profits or losses 
are to be treated as profits or losses for the said period, the 
profit or loss for any financial year of the subsidiary may, if 
it is not practicable to apportion it with reasonable accuracy 
by reference to the facts, be treated as accruing from day to 
day during that year and be apportioned accordingly. 

(5) Where the financial year or years of a subsidiary 
referred to in sub-section (2) do not coincide with the financial 
year of the holding company, a statement containing information 
on the following matters shall also be attached to the talar c 
sheet of the holding company : — 

(а) whether there has been any, and, if so, what change 
in the holding company’s interest in the subsidiary 
between the end of the financial year or of the last 
of the financial years of the subsidiary and the end 
of the holding company’s financial year ; 

(б) details of any material changes which have occurred 
between the end of the financial year or of the last 
of the financial years of the subsidiary and the end 
of the holding company’s financial year in respect 
of — 

(i) the subsidiary’s fixed assets ; 

(it) its investments ; 

(iff) the moneys lent by it ; 

the moneys borrowed by it for any purpose 
other than that of meeting current liabilities. 

(6) If, for any reason, the Board of directors of the 
holding company is unable to obtain information on any of the 
matters retired to be specified by sub-section U), a report in 
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writing to that effect shall be attached to the balance sheet of 
the holding company. 

(7) The documents referred to in clauses (e), (/) and (g) 
of subsection (I) shall be signed by the persons by whom the 
balance sheet of the holding company is required to be signed. 

(8) The Central Government may, on the application or 
with the consent of the Board of directors of the company, 
direct that in relation to any subsidiary, the provisions of this 
section shall not apply, or shall apply only to such extent as 
may be specified in the direction. 

(9) If any such person as is referred to in sub-section (6) 
of section 209 fails to take all reasonable sttp« to comply with 
the provisions of this section, he shall, in respect of each offence, 
be punishable with imprisonment for a term which may extend 
to six months, or with fine which may extend to one thousand 
rupees, or with both : 

Provided that in any proceedings against a person in respect 
of an offence under this section, it shall be a defence to prove 
i* * * that a competent and reliable person was charged with 
the duty of seeing that the provisions of this section were 
complied with and was in a position to discharge that duty : 

Provided further that no person shall be sentenced to impri- 
sonment for any such offence unless it was committed wilfully. 

(10) If any person, not being a person referred to in sub- 
section (6) of section 209, having been charged by the managing 
agent, secretaries and treasurers, 2 [managing director, 
manager, 1 or Board of directors, as the case may be, with the 
duty of seeing that the provisions of this section are complied 
with, makes default in doing so, he shall, in respect of each 
offence, be punishable with imprisonment for a term which may 
extend to six months, or with fine which may extend to one 
thousand rupees, or with both : 

Provided that no person shall be sentenced to imprisonment 
for any such offence unless it was committed wilfully. 

iThe words “that he had reasonable ground to believe, and did believe,” 
omitted by Act 65 of 1960, s. 63. 

2 Ins, by s. 63, ibid, * 
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213 . (i) Where it appears to the 
Central Government desirable for a holding 
company or a holding company’s subsidiary, 
f inancial year of extend its financial year so that the 

holding company subsidiary’s financial year may end with 
and subsidiary. that of the holding company, and for that 
purpose to postpone the submission of the 
relevant accounts to a general meeting, the 
Central Government may, on the application 
or with the consent of the Board of directors 
of the company whose financial year is to be 
extended, direct that in the case of that 
company, the submission of accounts to a 
general meeting, the holding of an annual 
general meeting or the making of an annual 
return, shall not be required to be submitted, 
held or made, earlier than the dates specified 
in the direction, notwithstanding anything 
to the contrary in this Act or in any other 
Act for the time being in force. 

(2) The Central Government shall, on the application of 
the Board of directors of a holding company or a holding 
company’s subsidiary, exercise the powers conferred on 
that Government by sub-section (J) if it is necessary 
so to do, in order to secure that the end of the financial 
year of the subsidiary does not precede the end of the holding 
company’s financial year by more than six months, where that 
is not the case at the commencement of this Act, or at the date 
on which the relationship of holding company and subsidiary 
comes into existence where that date is later than the 
commencement of this Act. 


Right of holding 
company’s repre- 
sentatives and 
members. 


214. (1) A holding company may, by 
resolution, authorise representatives named 
in the resolution to inspect the books of 
account kept by any of its subsidiaries ; 
and the books of account of any such sub- 
sidiary shall be open to inspection by those 
representatives at any time during business 
hours. 
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(«) The righto conferred by section 235* upon members of 
a company may be exercised, in respect of any subsidiary, by 
members of the holding company as if they alone were members 
of the subsidiary. 


Authentication of 
balance sheet and 
profit and loss 
account. 


10 of 1949 


215. (1) Save as provided by sub- 
section (2), every balance sheet and every 
profit and loss account of a company ahull be 
signed on behalf of the Board of directors — 

(i) in the case of a banking company, 
by the persons specified in clause 
(a) or clause (6), as the case may 
be, of sub-section (2) of section 29 
of the Banking Companies Act, 
1949 ; 


(M) in the case of any other company, 
by its managing agent, secretaries 
and treasurers, manager or secre- 
tary, if any, and by not less than 
two directors of the company one of 
whom shall be a managing director 
where there is one. 

(2) In the case of a company not being a banking company, 
when only one of its directors is for the time being in India, 
the balance sheet and the profit and loss account shall be signed 
by such director ; but in such a case there shall be attached 
to the balance sheet and the profit and loss account a statement 
signed by him explaining the reason for non-compliance with 
the provisions of sub-section (1). 

(3) The balance sheet and the profit and loss account shall 
be approved by the Board of directors before they are signed 
on behalf of the Board in accordance with the provisions of 
this section and before they are submitted to the auditors for 
their report thereon. 


Profit and lorn 
account to be 
annexed and 
auditors’ report to 
be attached to 
balance sheet. 


216. The profit and loss acount shall be 
annexed to the balance sheet and the auditors’ 
report *[ (including the auditors’ separate, 
special or supplementary report, if any)] 
shall be attached thereto. 


1 Ins. by Act 65 of 1960, s. 64. 
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217, (1) There shall be attached to 
Board’s every balance sheet laid before a company 

report- in general meeting, a report by its Board of 

directors, with respect to— 

(а) the state of the company’s affairs ; ' 

(б) the amounts, if any, which it 
proposes to carry to any reserves 
2 * * * in such balance sheet 8 * * * ; 

(c) the amount, if any, which it recom- 
mends should be paid by way of 
dividend : 

1 [(6) material changes and commitments, if any ; affecting 
the financial position of the company which have 
occurred between the end of the financial year of the 
company to which the balance sheet relates and the 
date of the report.] 

(£) The Board’s report shall, so far as is material for the 
appreciation of the state of the company’s affairs by its members 
and will not in the Board's opinion be harmful to the business 
of the company or of any of its subsidiaries, deal with any 
changes which have occurred during the financial year — 

(а) in the nature of the company’s business ; 

(б) in the company’s subsidiaries or in the nature of the 
business carried on by them ; and 

(c) generally in the classes of business in which the 
company has an interest. 

(3) The Board shall also be bound to give the fullest 
information, and explanations in its report aforesaid, or in cases 
falling under the proviso to section 222, in an addendum to that 
report, on every reservation, qualification or adverse remark 
contained in the auditors’ report. 

(4) The Board’s report and any addendum thereto shall be 
signed by its chairman if he is authorised in that behalf by the 
Board ; and where he is not so authorised, shall be signed by 

®The word “either” omitted by s. 65, ibid. 

8 The words “or in a subsequent balance sheet ; and” omitted by «. 65. 

ibid. 


1 Ina. by Act 65 of 1960, s. 65. 
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such number of directors as are required to sign the balance 
sheet and the profit and loss account of the company by virtue 
of sub-sections (I) and (2) of section 215. 

(5) If any person, being a director of a company, fails to 
take all reasonable steps to comply with the provisions of sub- 
sections (1) to (5), or being the chairman, signs the Board’s 
report otherwise than in conformity with the provisions of sub- 
section (4), he shall, in respect of each offence, be punishable 
with imprisonment for a term which may extend to six months, 
or with fine which may extend to two thousand rupees, or with 
both : 

Provided that no person shall be sentenced to imprisonment 
for any such offence unless it was committed wilfully : 

Provided further that in any proceedings against »a person 
in respect of an offence under sub-section (1), it shall be a 
defence to prove x * * * that a competent and reliable person 
was charged with the duty of seeing that the provisions of that 
sub-section were complied with and was in a position to 
discharge that duty. 


(6) If any person, not being a director, having been 
charged by the Board of directors with the duty of seeing that 
the provisions of sub-sections (1) to (3) are complied with, 
makes default in doing so, he snail, in respect of each offence, 
be punishable with imprisonment for a term which may extend 
to six months, or with fine which may extend to two thousand 
rupees, or with both : 


Provided that no person shall be sentenced to imprisonment 
for any such offence unless it was committed wilfully. 

218, (a) If any copy of a balance sheet 

Penalty for or profit and loss account which has not been 

improper issue, signed as required by section 215 is issued. 


circulation or 
publication of 
balance sheet 
or profit and 
loss account 


circulated or published ; or 

(6) If any copy of a balance sheet is 
issued, circulated or published without there 
being annexed or attached thereto, as the 


case may be, a copy each of (i) the profit 


1 The words ’that he had reasonable ground <to believe, and did believe,” 
omitted by Act 65 of 1960, s. 65. 
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and loss account, (n) any accounts, reports 
or statements which, by virtue of section 212, 
are required to be attached to the balance 
sheet, (Hi) the auditors’ report, and (to) the 
Board’s report referred to in section 217 ; 
the company, and every officer of the com- 
pany who is in default, shall be punishable 
with fine which may extend to five hundred 
rupees. 


Right of member 
to copies of 
balance sheet and 
auditor’s report. 


219. (I) A copy of every balance sheet 

(including the profit and loss account, 
the auditors’ report and every other 
document required by law to be annexed 
or attached, as the case may be, to 
the balance sheet) which is to be laid 
before a company in general meeting shall, 
not less than twenty-one days before the date 
of the meeting, be sent to every member of 
the company, to every holder of debentures 
issued by the company (not being debentures 
which ex' facie are payable to the bearer 
thereof), to every trustee for the holders of 
any debentures issued by the company, 
whether such member, holder or trustee is 
or is not entitled to have notices of general 
meetings of the company sent to him, and to 
all persons other than such members, holders 
or trustees, being persons so entitled. 


Provided that — 

(re) in the case of a company not having a share capital, 
this sub-section shall not require the sending of a 
copy of the documents aforesaid to a member, or 
holder of debentures, of the company who is not 
entitled to have notices of general meetings of the 
company sent to him ; 


(b) this sub-section shall not require a copy of the 
documents aforesaid to be sent — 
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(*) to a member, or holder of debentures, of 
the company, who is not entitled to have notices 
of general meetings of the company sent to him 
and of whose address the company is unaware ; 

(it) to more than one of the joint holders 
of any shares or debentures none of whom is 
entitled to have such notices sent to him ; or 

(Mi) in the case of joint holders of any 
shares or debentures some of whom are and some 
of whom are not entitled to have such notices 
sent to them, to those who are not so entitled ; 
and 

(c) if the copies of the documents aforesaid are’ sent less 
than twenty-one days before the date of the meeting, 
they shall, notwithstanding that fact, be deemed to 
have been duly sent if it is so agreed by all the 
members entitled to vote at the meeting. 

(2) Any member or holder of debentures of a company, 
whether he is or is not entitled to have copies of the company's 
balance sheet sent to him shall, on demand, be entitled to be 
furnished without charge, and any person from whom the 
company has accepted a sum of money by way of deposit shall, 
on demand accompanied by the payment of a fee of one rupee, 
be entitled to be furnished, with a copy ©f the last balance sheet 
of the company and of every document required by law to be 
annexed or attached thereto, including the profit and loss account 
and the auditors' report. 

(3) If default is made in complying with sub-section (I), 
the company, and every officer of the comjany who is in default, 
shall be punishable with fine which may extend to five hundred 
rupees. 

(. 4 ) If, when any person makes a demand for a copy of any 
document with which he is entitled to be furnished by virtue of 
sub-section (2 ) , default is made in complying with the demand 
within seven davs after the making thereof, the company, and 
every officer of the company who is in default, shall be punishable 
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with fine which may extend to five hundred rupees, unless it is 
proved that that person had already made a demand for and 
been fumishd with a copy of the document. 

The Court may also, by order, direct that the copy demanded 
shall forthwith be furnished to the person concerned. 

(5) Sub-sections (1 ) to (4) shall not apply in relation to a 
balance sheet of a private company laid before it before the 
commencement of this Act ; and in such a case the right of any 
person to have sent to him or to be furnished with a copy of the 
balance sheet, and the liability of the company in respect of a 
failure to satisfy that right, shall be the same as they would 
have been if this Act had not been passed. 

220. (1) After the balance sheet and 
the profit and loss account have been laid 
Three copies oi before a company at an annual general 
balance sheet, etc., meeting as aforesaid, there shall be filed with 
to be filed with the Registrar at the same time as the copy 
Registrar. of the annual return referred to in section 

161— 

( a ) ik * * three copies of the balance sheet and the 
profit and loss account, signed by the managing 
director, managing agent, secretaries and treasurers, 
manager or secretary of the company, or if there be 
none of these, by a director of the company, together 
with three copies of all documents which are required 
by this Act to be annexed or attached to such 
balance sheet or profit and loss account : 

2 [Provided that in the case of a private company, copies 
of the balance sheet and copies of the profit and loss 
account shall be filed with the Registrar separately :3 
******* 

2 [Provided further that, — 

1 The words “in the case of a public company” omitted by Act 65 of 1960, 
a, 66. 

2 Ins, by s. 66, ibid. . 

* <3. (6) omitted by s. 66, ibid . 
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CO in the case of a private company which 
is not a subsidiary of a public company, or 

(ii) in the case of a private company of 
which the entire paid-up share capital is held by 
one or more bodies corporate incorporated 
outside India, or 

(Hi) in the case of a company which 
becomes a public company by virtue of section 
43A, if the Central Government directs that it 
is not in the public interest that any person other 
than a member of the company shall be entitled 
to inspect, or obtain copies of, the profit* and loss 
account of the company, 

no person other than a member of the company concerned 
shall be entitled to inspect, or obtain copies of, the profit 
and loss account of that company under section 610.] 

(2) If the annual general meeting of a ir * * company 
before which a balance sheet is laid as aforesaid does not adopt 
the balance sheet, a statement of that fact and of the reasons 
therefor shall be annexed to the balance sheet and to the copies 
therof required to be filed with the Registrar. 

(3) If default is made in complying with the requirements 
of sub-sections (1) and (2), the company, and every officer of 
the company who is in default, shall be liable to the like punish- 
ment as is provided by section 162 for a default in complying 
with the provisions of sections 169,160 or 161. 

221. (1) Where any particulars or 

information is required to be given in the 
balance sheet or profit and loss account of a 
Duty of officer to company or in any document required to be 
make disclosure of annexed or attached thereto, it shall be the 
payments, etc. duty of the concerned officer of the company 

to furnish without delay to the company, and 
also to the company’s auditor whenever he 
so requires, those particulars or that infor- 
mation in as full a manner as possible. 

1 The words “public or private” omitted bv Art AS of lOiSA » « 
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(?) Where the officer concerned is a firm or body corporate 
acting aa managing agent or as secretaries and treasurers, the 
duty aforesaid shall extend to every partner in the firm, or to 
every director of the body corporate, as the case may be. 

(g) The particulars or information referred to in sub- 
section (I) may relate to payments made to any director, 
managing agent, secretaries and treasurers, or other person by 
any other company, body corporate, firm or person. 

( 4 ) If any person knowingly makes default in performing 
the duty cast on him by the foregoing provisions of this section, 
he shall be punishable with imprisonment which may extend to 
six months, or with fine which may extend to five thousand 
rupees, or with both. 

222, References in this Act to docu- 
ments annexed or required to be annexed to a 
company’s accounts or any of them shall not 
include the Board's report, the auditors’ 
report or any document attached or required 
to be attached to those accounts : 

Provided that any information which is required by this 
Act to be given in the accounts, and is allowed by it to be given 
in a statement annexed to the accounts, may be given in the 
Board’s report instead of in the accounts ; and if any such 
information is so given, the report shall be annexed to the 
accounts and this Act shall apply in relation thereto accordingly, 
except that the auditors shall report thereon only in so far as 1 
it gives the said information. 


Construction of 
references to docu 
merits annexed to 
accounts 


Certain companies 
to puhliah state- 
ment in the Form 
in Table F in 
Schedule I. 


223, (1) Every company which is a 
limited banking company, an insurance 
company, or a deposit, provident or benefit 
society, shall, before it commences business 
and also on the first Monday in February and 
the first Monday in August in every year 
during which i+ carries on business, make a 
statement in the Form in Table F in Schedule 
I, or in a Form as near thereto aa 
circumstances admit. 
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(«) A copy of the statement, together with a copy of the 
last audited balance sheet laid before the members of the 
company, shall be displayed and until the display of the next 
following statement, shall be kept displayed, in a conspicuous 
place in the registered office of the company, and in every branch 
office or place where the business of the company is carried on. 

(S ) Every member, and every creditor, of the company shall 
be entitled, on payment of a sum of eight annas, to be furnished 
with a copy of the statement, within semi days of such 
payment 

C4) If default is made in complying with any of the 
requirements of this section, the company, and every officer of 
the company who is in default, shall be punishable with fine 
which may extend to fifty rupees for every day during which the 
default continues. 

(5) This section shall not apply to a life 
assurance company or provident insurance 
society to which the provisions of the 
Insurance Act, 1938, as to the annual state- 
ments to be made by such company or society, 
apply with or without modifications, if the 
company or society complies with those 
provisions. 

Audit 

224. 1 [(l) Every company shall, at each 
annual general meeting, appoint an auditor 
or auditors to hold office from the conclusion 
of that meeting until the conclusion of the 
next annual general meeting and shall, within 
seven days of the appointment, give intima- 
tion thereof to every auditor so appointed, 
unless he is a retiring auditor. 

(/A) Every auditor appointed under sub-section (1), unless 
he is a retiring auditor, shall within thirty days of the receipt 
from the company of the intimation of his appointment, inform 


Appointment and 
remuneration of 
auditors. 


*Sub& by Act 65 of 1960, s. 67, for sub-section (i). 
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the Registrar in writing that he has accepted, or refused to 
accept, the appointment.] 

(2) At any annual general meeting, a retiring auditor, by 
whatsoever authority appointed, shall be re-appointed, unless — 

(a) he is not qualified for re-appointment ; 

(ft) he has given the company notice in writing of his un- 
willingness to be re-appointed ; 

(c) a resolution has been passed -at that meeting 
appointing somebody instead of him or providing 
expressly that he shall not be re-appointed ; or 

(d) where notice has been given of an intended resolution 
to appoint some person or persons in the place of a 
retiring auditor, and by reason of the death, incapa- , 
city or disqualification of that person or of all those 
persons, as the case may be, the resolution cannot be 
proceeded with. 

(8) Where at an annual general meeting no auditors are 
appointed or re-appointed, the Central Government may appoint 
a person to fill the vacancy. 

U) The company shall, within seven days of the Central 
Government’s power under sub-section (5), becoming exercisable, 
give notice of that fact to that Government ; and, if a company 
fails to give such notice, the company, and every officer of the 
company who is in default, shall be punishable with fine which 
may extend to five hundred rupees. 

(5) The first auditor or auditors of a company shall be 
appointed by the Board of directors within one month of the 
date of registration of the company ; and the auditor or auditors 
so appointed shall hold office until the conclusion of the first 
annual general meeting : 

Provided that — 

(a) the company may, at a general meeting, remove any 
such auditor or all or any of such auditors and 
appoint in his or their places any other person or 
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persons who have been nominated for appointment 
by any member of the company and of whose nomi- 
nation notice has been given to the members of the 
company not less than fourteen days before the date 
of the meeting ; and 

(ft) if the Board fails to exercise its powers under this 
sub-section, the company in general meeting may 
appoint the first auditor or auditors. 

(6) (a) The Board may fill any casual vacancy in the office 
of an auditor ; but while any such vacancy continues, the 
remaining auditor or auditors, if any, may act : 

% 

Provided that where such vacancy is caused by the resigna- 
tion of an auditor, the vacancy shall only be filled by the 
company in general meeting. 

(6) Any auditor appointed in a casual vacancy shall hold 
office until the conclusion of the next annual general meeting. 

(7) Except as provided in the proviso to sub-section (5), 
any auditor appointed under this section may be removed from 
office before the expiry of his term only by the company in 
general meeting, after obtaining the previous approval of the 
Central Government in that behalf. 

( 8 ) The remuneration of the auditors of a company — 

(a) in the case of an auditor appointed by the Board or 
the Central Government, may be fixed by the Board 
or the Central Government, as the case may be ; and 

(b) subject to clause (a), shall be fixed by the company 
in general meeting or in such manner as the company 
in general meeting may determine. 

For the purposes of this sub-section, any sums paid by the 
company in respect of the auditors’ expenses shall be deemed 
to be included in the expression “remuneration”. 

20 
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225. (i) Special notice shall be re- 
quired for a resolution at an annual general 
meeting appointing as auditor a person 
other than a retiring auditor, or providing 
expressly that a retiring auditor shall not be 
re-appointed. 

( 2 ) On receipt of notice of such a 
resolution, the company shall forthwith send 
a copy thereof to the retiring auditor. 

( 3 ) Where notice is given of such a resolution and the 
retiring auditor makes with respect thereto representations in 
writing to the company (not exceeding a reasonable length) 
and requests their notification to members of the company, the 
company shall, unless the representations are received by it 
too late for it to do so, — 

(а) in any notice of the resolution given to members of 
the company, state the fact of the representations 
having been made ; and 

(б) send a copy of the representations to every member 
of the company to whom notice of the meeting is 
sent, whether before or after the receipt of the 
representations by the company ; 

and if a copy of the representations is not sent as aforesaid 
because they were received too late or because of the company’s 
default the auditor may (without prejudice to his right to be 
heard orally) require that the representations shall be read 
out at the meeting : 

Provided that copies of the representations need not be 
sent out and the representations need not be read out at the 
meeting if, on the application either of the company or of any 
other person who claims to be aggrieved, the Court is satisfied 
that the rights conferred by this sub-section are being abused 
to secure needless publicity for defamatory matter ; and the 
Court may order the company’s costs on such an application to 
be paid in whole or in part by the auditor, notwithstanding 
that he is not a party to the application. 


Provisions as to 
resolutions for 
appointing or 
removing auditors 
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(4) Sub-sections ( 2 ) and ( 3 ) shall apply to a resolution 
to remove the first auditors or any of them under sub-section 

(5) of section 224 or to the removal of any auditor or auditors 
under sub-section (7) of that section, as they apply in relation 
to a resolution that a retiring auditor shall not be re-appointed. 

226. (I) A person shall not be quali- 
Q ualificatio na and fied for appointment as auditor of a company 
disqualifications unless he is a chartered accountant within 

of auditors the meaning of the Chartered Accountants 

Act, 1949 : 

Provided that a firm whereof all the partners practising in 
India are qualified for appointment as aforesaid may be 
appointed by its firm name to be auditor of a company, in which 
case any partner so practising may act in the name of the firm. 

(2) (a) Notwithstanding anything contained in subjection 
( 1 ), but subject to the provisions of any rules made under clause 

(6) , the holder of a certificate granted under a law in force 
in the whole or any portion of a Part B State immediately before 
the commencement of the Part B States (Laws) Act, 1951 
1 [or of the Jammu and Kashmir (Extension of Laws) Act, 
1956, as the case may be,] entitling him to act as an auditor 
of companies 2 [in the territories which, immediately before the 
1st November, 1956, were comprised in that State] or any 
portion thereof, shall be entitled to be appointed to act as an 
auditor of companies registered anywhere in 3 [India], 

(6) The Central Government may, by notification in the 
Official Gazette, make rules providing for the grant, renewal, 
suspension or cancellation of auditors’ certificates to persons in 
4 [the territories which, immediately before the 1st November, 
1956, were comprised in Part B States] for the purposes of 
clause (a), and prescribing conditions and restrictions for such 
grant, renewal, suspension or cancellation. 


llns. by Act 62 of 1956, a. 2 and Sch. (w.e.f. 1-11-1956) 
2 Subs, by the A. 0. (No. 3) 1956, for “in that State”. 

8 Subs, by Act 65 of 1960, a. 68, for “those territories”. 

* Sub®, by the A. 0. (No. 3) 1956, for “Part B States”. 
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(A) None of the following persons shall be qualified for 
Appointment as auditor of a company — 

(а) a body corporate ; 

(б) an officer or employee of the company ; 

( c ) a person who is a partner, or who is in the 
employment, of an officer or employee of the 
company ; 

(d) a person who is indebted to the company for an 
amount exceeding one thousand rupees, or who has 
given any guarantee or provided any security in 
connection with the indebtedness of any third person 
to the company for an amount exceeding one thousand 
rupees ; 

<e) a person who is a director or member of a private 
company, or a partner of a firm, which is the 
managing agent or the secretaries and treasurers of 
the company ; » 

</) a person who is a director, or the holder of shares 
exceeding five per cent, in nominal value of the 
subscribed capital, of any body corporate which is 
the managing agent or the secretaries and treasurers, 
of the company : 

Provided that any shares held by such person as nominee 
or trustee for any third person and in which the holder has 
no beneficial interest shall be excluded in computing the 
percentage of shares held by him for the purpose of this clause. 

Explanation . — References in this sub-section to an officer 
or employee shall be construed as not including references to 
an auditor. 

(A) A person shall also not be qualified for appointment 
as auditor of a company if he is, by virtue of sub-section (A), 
disqualified for appointment as auditor of any other body 
corporate which is that company’s subsidiary or holding 
company or a subsidiary of that company’s holding company, 
or would be so disqualified if the body corporate were a company. 
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(5) If an auditor becomes subject, after his appointment* 
to any of the disqualifications specified in sub-sections (S) and 
(4) > he shall be deemed to have vacated his office as such. 

227. (I) Every auditor of a company 
shall have a right of access at all times to 
the books and accounts and vouchers of the 
company, whether kept at the head office of 
the company or elsewhere, and shall be 
entitled to require from the officers of the 
company such information and explanations 
as the auditor may think necessary for the 
performance of his duties as auditor. 

(2) The auditor shall make a report to the members of 
the company on the accounts examined by him, and on every 
balance sheet and profit and loss account and on every other 
dccument declared by this Act to be part of or annexed to the 
balance sheet or profit and loss account, which are laid before 
the company in general meeting during his tenure of office, and 
the report shall state whether, in his opinion and to the best 
of his information and according to the explanations given to 
him, the said accounts give the information required by this 
Act in the manner so required and give a true and fair view — 

(i) in the case of the balance sheet, of the state of the 
company’s affairs as at the end of its financial year ; 
and 

(tt) in the case of the profit and loss account, of the 
profit or loss for its financial year. 

(5) The auditor’s report shall also state — 

(а) whether he has obtained all the information and 
explanations which to the best of his knowledge and 
belief were necessary for the purposes of his audit ; 

(б) whether, in his opinion, proper^ books of account as 
required by law have been kept by the company so 
far as appears from his examination of those books, 
and proper returns adequate for the purposes of his 
audit have been received from branches not visited 
by him ; 


Powers and 
duties of 
auditors 
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1 f (M) whether the report on the accounts of any branch 
office audited under section 228 by a person other 
than the company’s auditor has been forwarded to 
him as required by clause (c) of sub-section (S) of 
that section and how he has dealt with the same in 
preparing the auditor’s report ;] 

(c) whether the company’s balance sheet and profit and 
loss account dealt with by the report are in agree- 
ment with the books of account and returns. 

(4) Where any of the matters referred to in clauses (i) 
and (it) of sub-section ( 2 ) or in clauses (a), ( b ), 1 2 3 [(66)] and 
(c) of sub-section (3) is answered in the negative or with a 
qualification, the auditor’s report shall state the reason for the 
answer. 

2 1 (5) The accounts of a company shall not be deemed as 
not having been, and the auditor’s report shall not state that 
those accounts have not been, properly drawn up on the ground 
merely that the company has not disclosed certain matters if — 

(а) those matters are such as the company is not 
required to disclose by virtue of any provisions 
contained in this or any other Act, and 

(б) those provisions are specified in the balance sheet 
and profit and loss account of the company.] 

228. (I) Where a company has a 

branch office, the accounts of that office shall, 

3 [be audited by the company’s auditor 
appointed under section 224 or] by a person 
qualified for appointment as auditor of the 
company under section 226, or where the 
branch office is situate in a country outside 
India, either *[by the company’s auditor or 
a person qualified as aforesaid] or by an 
accountant duly qualified to act as an auditor 

1 Ins. by Act 65 of 1960, s. 69. 

2 Subs, by s. 69, ibid., for sub-section (5) . 

3 Subs, by «. 70, ibid., for certain words. 

1 Subs, by Act 65 of 1960, s. 70, for “by a person qual : fied as aforesaid”. 


Audit of accounts 
of branch office 
of company 
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of the accounts of the branch office in 
accordance with the laws of that country. 

(2) Where the accounts of any branch office are 2 [audited 
by a person other than the company’s auditor] the company’s 
auditor — ) 

(а) shall be entitled to visit the branch office, if he deems 
it necessary to do so for the performance of his 
duties as auditor, and 

(б) shall have a right of access at all times to the books 
and accounts and vouchers of the company maintained 
at the branch office : 

Provided that in the case of a banking company having a 
branch office outside India, it shall be sufficient if the auditor 
is allowed access to such copies of, and extracts from, the books 
and accounts of the branch as have been transmitted to the 
principal office of the company in India. 

:! [(5) (a) Where a company in general meeting decides to 
have the accounts of a branch office audited otherwise than by 
the company’s auditor, the company in that meeting shall for 
the audit of those accounts appoint a person qualified for 
appointment as auditor of the company under section 226, or 
where the branch office is situate in a country outside India, 
a person who is either qualified as aforesaid or an accountant 
duly qualified to act as an auditor of the accounts of the branch 
office in accordance with the laws of that country, or authorise 
the Board of directors to appoint such a person in consultation 
with the company’s auditor ; 

(6) the person so appointed (hereafter in this section 
referred to as the branch auditor) shall have the same powers 
and duties in respect of audit of the accounts of the branch 
office as the company’s auditor has in respect of the same ; 

(c) the branch auditor shall prepare a report on the 
accounts of the branch office examined by him and forward the 


2 Subs, by a 70, ibid., for “not 30 audited”. 
8 Ida by a 70, ibid. 
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same to the company’s auditor who shall in preparing the 
auditor’s report, deal with the same in such manner as he 
considers necessary ; 

(d) the blanch auditor shall receive such remuneration and 
shall hold his appointment subject to such terms and conditions 
as may be fixed either by the company in general meeting or 
by the Board of directors if so authorised by the company in 
general meeting. 

U) Notwithstanding anything contained in the foregoing 
provisions of this section, the Central Government may, by rules 
made in this behalf, exempt any branch office from the provi- 
sions of this section to the extent specified in the rules and in 
making such rules the Central Government shall have regard 
to all or any of the following matters, namely : — 

(а) the arrangement made by the company for the audit 
of accounts of the branch office by a person otherwise 
qualified for appointment as branch auditor even 
though such person may be an officer or employee 
of the company ; 

(б) the nature and quantum of activity carried on at the 
branch office during a period of three years imme- 
diately preceding the date on which the branch, 
office is exempted from the provisions of this section ; 

(c) the availability at a reasonable cost of a branch 
auditor for the audit of accounts of the branch office ; 

(d) any other matter which in the opinion of the Central 
Government justifies the grant of exemption to the 
branch office from the provisions of this section.] 

229. Only the person appointed as aud- 
itor of the company, or where a firm is so 
appointed in pursuance of the proviso to 
Signature of sub-section (1) of section 226, only a 

audit report, etc. partner in the firm practising in India, may 
sign the auditor’s report, or sign or authen- 
ticate any other document of the company 
required by law to be signed or authenti- 
cated by the auditor 
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Reading and 
inspection of 
auditor’s report 


Right of auditor 
to attend general 
meeting 


Penalty for non- 
compliance with 
sections 225 to 231 


Penalty for non- 
compliance by 
auditor with 
sections 227 
and 229 


Power of Central 
Government to 
direct special 
audit in certain 
cases 


230. The auditor's report shall be read 
before the company in general meeting and 
shall be open to inspection by any member of 
the company. 

231. All notices of, and other commu- 
nications relating to, any general meeting of 
a company which any member of the 
company is entitled to have sent to him shall 
also be forwarded to the auditor of the 
company ; and the auditor shall be entitled 
to attend any general meeting and to be 
heard at any general meeting which he 
attends on any part of the business which 
concerns him as auditor. 

232. If default is made by a company 
in complying with any of the provisions 
contained in sections 225 to 231, the 
company, and every officer of the company 
who is in default, shall be punishable with 
fine which may extend to five hundred rupees. 

233. If any auditor’s report is made, 
or any document of the company is signed 
or authenticated, otherwise than in confor- 
mity with the requirements of sections 227 
and 229, the auditor concerned, and the 
person, if any, other than the auditor who 
signs the report or signs or authenticates 
the document, shall, if the default is wilful, 
be punishable with fine which may extend 
to one thousand rupees. 

t [233A. ( 1 ) Where the Central Govern- 

ment is of (he opinion — 

(n) (hat the affairs of any company are not 
being managed in accordance with sound' 
business principles or prudent commer- 
cial practices ; or 


i Tn«. by Act 65 of 1960. * 71. 
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( b ) that any company is being managed in 
a manner likely to cause serious injury 
or damage to the interests of the trade, 
industry or business to which it 
pertains ; or 

(c) that the financial position of any com- 
pany is such as to endanger its solvency ; 
the Central Government may at any time 
by order direct that a special audit of the 
company’s accounts for such period or 
periods as may be specified in the order, 
shall be conducted and may by the same 
or a different order appoint either a 
chartered accountant as defined in clause 
(6) of sub-section (1) of section 2 of the 
Chartered Accountants Act, 1949, 
(whether or not such chartered 
accountant is a chartered accountant in 
practice within the meaning of that Act) 
or the company’s auditor himself to 
conduct such special audit. 

(2) The chartered accountant or the company’s auditor 
appointed under sub-section (1) to conduct a special audit as 
aforesaid is hereafter in this section referred to as the special 
auditor. 

(S) The special auditor shall have the same powers and 
■duties in relation to the special audit as an auditor of a company 
has under section 227 : 

Provided that the special auditor shall, instead of making 
his report to the members of the company, make the same to 
the Central Government. 

(4) The report of the special auditor shall, as far as may 
be, include all the matters required to be included in an auditor’s 
report under section 227 and, if the Central Government so 
directs, shall also include a statement on any other matter which 
may be referred to him by that Government. 



xmendb. x 


sis 

(5) The Central Government may by order direct any 
person specified in the order to furnish to the special auditor 
'within such time as may be specified therein such information 
or additional information as may be required by the special 
auditor in connection with the special audit ; and on failure 
to comply with such order such person shall be punishable with 
fine which may extend to five hundred rupees. 

(5) On receipt of the report of the special auditor, the 
'Central Government may take such action on the report as it 
-considers necessary in accordance with the provisions of this 
Act or any other law for the time being in force : 

Provided that if the Central Government does not take any 
action on the report within four months from the date of its 
receipt, that Government shall send to the company either a 
•copy of, or relevant extract from, the report with its comments 
thereon and require the company either to circulate that copy 
or those extracts to the members or to have such copy or extracts 
read before the company at its next general meeting. 

(7) The expenses of, and incidental to, any special audit 
under this section (including the remuneration of the special 
auditor) shall be determined by the Central Government (which 
■determination shall be final) and paid by the company 
and in default of such payment shall be recoverable from the 
•company as an arrear of land revenue.] 



Appendix B 


$18 


PRINCIPLES AND PRACTICE OF AUDITING 


T3 


cfi 


*-4 

0> *0 


« 


* s 

•g ® 

4) 

8*3 
I S 

*E Ji 
§2 
"J 

a *3 


s 

o 


h'M 

at 


£ « 3 k 

§.„ g R 

|E>S o 


.1 gJl *5 

ttf} fc ^ ^ 

•CJJH - ttt O 

n ** g w O 

» 2*5 -g 
j §T a 8 

■*2 S "© « 4) 
m "O *5 S * **• "3 *»• 

"•2 g - « 

. # =S 
ja -S -S 2 c g. ” 

T5 O ►> © 3 


•5-. 


4) 

_a ** pO 
"O qj ed ’T3 

-s-s 8^2 


'§ 


"O 35 

C T3 

n i 


BtftS 


I 


4, <L> *3 

5. J3 © U 

[ = —*•§ S3 
.» * t Si 

s 


w 

on 

C 

Q 

w 

X 


oS* - 


s 3 
•5 » 

. £ 
ed o> 

-Q 

fcJD 

C ^ 

*3 »Q 
* *53 • 

2 w 

3 o 

tJL Q, 

.5 a 

■•-* w “ 
v> to 

S 


|s &3S £'"§ 

§-~.s g " 
_-2 ® as « 
ajs £§ s 
ffi JSis s-s 

S ®-3 I 

1 §>“ s >■ §*s 

g_ '’3— .Jj S _ 

2 - a-si-i" 


j U © 4 -« I 

5* gaits 

i w> *s E h ^ 
r*r *£ n 1 


eft • ± 
OU *3 pJS 


W 

H 

n 

5 

< 

J 


g & 3 

i a ■s.g 

Ml . . > 


*-i 

» ■ — . S 8 , 

Ml h f tL 
o t ^ ffS t 
^ ft r 


hJ 

5 


w 

PS 

< 

EC 

cr, 

# 


o 
ctf «J 
JC 4) 
ift • 


*+< M. 
° 3 


o 

4 

3. 


. • ~ c 
: .2 S 
•2 * 


£ e« 

Vi 

if) 


4> 

.*3 


-p 

| jTB 
fe 0 * S 
•S^.3 g 1 

3 c •** .5 


B.T3 83 .S S 
"3 c's .,2 

cd © s* o 
2 o 

«« Si’S 

g S 0.-0 g 


CQ CJ _c 4 v*_i 

? c 


0> 

o 

ID ei M 

T3*S a 
c 


O r3 

w \ 
ed 


o> 


5*3 

c _ 5 
‘“"g JD 

oie-o 

UJB § 

S-g-a 


3 & g-p 
s c a 

- VM P 3 

i T2 >-• 4-> 

J C 0) 00 

- mh 

i-J B 

s S n « 

} 3 -3 


£c 


a »; 

^ £ 
— o 

eft o 

.Si 

1 ® 

<L> 

”B .2 

4> o -r ’5 


§2 

is 


3 ^ 

« S3 


! P 

Jit 

3-0 3, 
O 4) ed 
o >H o 


' s 'f 

|-g 

M 


0'S "2 
»2 3 S 

3 w 3* 
O HI ® 

1'i-s 

Ch 



APPENDIX E 


Mt** 

-s‘a ! 
jjsi * 1 ! 

o 

J 3 ®'S«J 

0 7 ® g •* 
IT W 03 « *«* 

a « a • 

js -1 & g 


» o z 



a) 4) 


ls J 4 i 

re S'S'f'g § 
f 2 '3 9 * 8 'a 

; ft K " g § 
i p, oj .« K 

;3"S| 

| - 2 .5 

* 8 X 8*8 B 

a g| gajj 

sis S'® 

i'll f 


817 


ii?i s 

c 5 5 ** & 
^ o S gJS 
v§«sS S 

fil 

Itf-M 
8 *"? 8 8 
S § Mj 


«£-§fg • 
c & 2 So a 

TftS'S f 
o ,£ ^ 

- a * 75 g -f 

0 4 ) 

-•a g’g «73 
§ § 

«* C ft £ S 

la ^ . 
5 J , -eS^ 


i ** •■ 

3 S ® ■ 

ei-3' 


! &£ 

' 2? M 

. a.s 


o s 


to 


J > 
-g-a 
•S^ 
&j}J 

o Cj tp 


pP <n . 

O C)rf{ 

b o 

g «J 

■s « 


‘•3 

8 


"8 




: s iis- s 

S^ ft gS 

1 1 ft g £* 1 ? 
pgs - ft*~ 
* * co g 

5 ? 4 > *5 8 

50 


ft 4- 


li . w aj 

*-s.s g-s^s 

o 


shares 
allot- 
: d up 
bonus 

aid : 
agent 
and 

4) 83 

4) S3 a 

H bfi u 

§ .s-g 

2 * ^ ° 

»£> O ft? 

• &S 

« *“• E 3 
«I*h 

*3 § g 

4) 'S S? # 

•5 ®. S * 8 

u a | 

Of 

ted 

by 

sha 

" W 

B ~s 

CO 

.3 « 





* 8 < 





PRINCIPLES AND PRACTICE OP AUDITING 


JiW 

Ski 

l'3'S.SI 

Wfl 

•sills 


**15 

g 2 ^ 

•S ^ 4? 

S .2 S-S 

111 §§ 1 
J8 s ss *s 

Ts 5 4J*5 2 

w *5 »5 

jjM! 
■° •>« 
^ £ td 2^ 
gtd'^'S o 


g^q gjJ 

•? iffi 

Will 

oft ^ fe 

a 3 s §■£ 

a no 2 at 
* S’S «>«= 
ii .S -a 


S'c S's? 
I >J| I 
£2 l I 

JTts o a 

111 5 - 

S« 5 2-5 


; w « i2 

i 2 -^ 

, B, § a 

l«^S| 

1 aj og 

I B |SJ 

isfg- 

> 3 O •« »H 

j 35 o ~a o 


C r “ 1 
*C ~ 

o r ft 

*" |T3 

3 3*3 
«^ w ft 

N 


s g ♦* 

§!*? 

Sr- 

« a; 

S.a a e 

*-esf 

ft^-Q 

S °g « 

^ g 3 *ft 

*Ha 

H- 


*Subs. by Act 65 of 1960, s. 217, tur the original Part 1. 

> 2 i 7 2 ^ ns * by ^ otifn ‘ No * G.S.R. 414, dated the 21*t March. 1961, see Gazette of India, Extraordinary , Pt. II, Sec. 3(£), 



APPENDIX B 


319* 


SI**** 

’ s ' a P-S -11 
a.g«£ * a 

§ +*** S3 £ 

I8j*1l 

•siggrs 

ihin 

-S^ s 'S 3 E 1 

T3 ^ oi cn ? 08 


O OH 

Vis a 
g "-S 

t’S’o 

s g e 


14 a C . 
S--2 1 

Sts a I 

si!* 

* 


co . go 

£xg h 
s «-*•§ 3 

.sf g is a, ® •© 

fa .8 ^ 




*>•2 g I g w 

tj go us c 

B * s 5 JEi 

rt oj 2 ^ co 

C c TS J2 ^ 'g, | 

W) S > 2* w a C 

eg E-gSS 
£ y 3 ^ 3 3 a §2 

o ^ O 5; St3 -H. 


£ bfi 

» B s 

3 ^ 


« 0) -t* I 

&-S S c 3 i ^ 
•SPg s * w 

tJ 


8 

> cpS - 

8 « - 
«^ p s_ 


£ 2 g 

s-sjs — 
S' s s ^{5s 


.5 MH 

s£° ' 

g s e 8 

° &2 JS 


i 

S m 
*2 aj -y 
^•X3 g 
o3 ° 
8 Spg 

w a « 

b S 

•S M 

..SJ8 

S'g 

o £ 

•d *3 

O _TJ 2 


ill . 

l-ss-s 
■I III 
■*•3 S’s 

"0^ rfS 

s ij£ 

w )— tJ5 

0 CL) 

.2 ®2js 
S S'® “ 


«*£.*•! 

s | = 

0 4) i 

."FI; 

*2 PC 
a ^ 

3 C 

5-* § «r 

* ja 

Is 1 

o ”o 
^ 's 

„ S I J 


4j Q. 

r* P 
Ph M 4i 

.g I 

s^S 

*'« 6 
O ? r— i 
4) (0 ^ o* 

II J 

So *Q 5 


parately shares, fully 
Less : Debit balance in paid up and partly 

profit and loss ac- i paid up and also 

count (if any) (A). I distinguishing the 

I different classes of 


320 


PRINCIPLES AND PRACTICE OF AUDITING 


* S 

*1 

Cd 

M-4 

O 0> 
O *TS 

3 § 

W Qj 

^ « 

° 0> 
& 

o « 

E'S 


«) H3 

I s 

cd 

S3 

B £ 

5T! . 
h sa 
-*■3 

°js-s 

« 2 

u& 

« cd 
0> v 

«H r-, M 

T8_g 

a -g 'S 

>*h cn ^ 


1 • 
g-O 

o2 

a „ 

.2 £ 

4 -* ^ 

cd 

•i*3 


o 

• S 

■8 S' 

S a 

* 

* 


1M 

Ullill 

jjsi r! i s 


rr * ^ s» 

O £ 


O *i 

“ « s >>*9 

w.m fl ft) 


w <t> 
“•fi 


tb a 4 *3 


fl 1) 

5*o - 

eo * r i " S O 

M's ° S E 3 j3 

e ft " OB' 


J-S* 

5 — Cd *5 



H 

W 

cn 

Cfl 

< 

H 

fc 

U 

£ 

u 


■8 

e 

8 «s 

M S 

1 

2 a 

a •— ' 

HH 

a 

— © 


is 

Os 



1 

i 

J) 

-a 

§ 

r— i 

*o 

H 

T3 

B 

a 

1 

a 

0 

4- 

1 

in 

g 

2 o5 

r/1 S 

2 

o 

.3 

5 

o 

co 

CO 

iS 

O 

£ 

a 

a 

CO 

-N ft 





©1 

eo 


lO 

%o 


^'S B & 2 
*o 5*5 ft § 

CO • >-• 


a* cd 
4- o W 


dS<£ 

J P 

ft 3 55 

dT 8 5P - 

„H a o.S >, 
P* ?2 -o "3 

3 8 $ 1 8 § 

w sllal 

vra 



CO 


2 

§ 

CCS 

D 

CJ 

w 

CO 








APPENDIX B 


321 



21 


1 Subs, by Notifn. No. G.S.R. 414, dated the 21st March, 19bl, see Gazette of India, Extraordinary, Pt. II, Sec. 3(i) 

p. 117. 

2 Ins. ibid. 



PRINCIPLES AND PRACTICE OF AUDITING 


U a 

III 


•“iT 
« ** 

ig o 
© 


| rs.|| 

w « £ 3 
0 mns >> 

8 '®Jg' a 

i S^|g 

I I |H 

v . 0-a 

-§ i 8 = 2 

® I «2 |S 

i-2 s$ § * 

So h v v 

§ * s'S-S-S* 

p 


Mi 

a .a 

-S-ts" 0 


s -gl 

J *® « 0) 
i-ri 


■9 a ? 5 p 
3 £ £> « B 2S2 ® ■S 

-flyi.l 

1 i«’5S s a e s 

6 "" M 4> So 

•g 8 g 


S81I1 *•* 

;s4^1§|; 

llallllili 


» ® S L 

g-S | § 

5 M P ►» 
2%2 ° 


« S § 
8*3.2 S 
,»m g R 

^*3 a 


O 0 


<u 

V 

S cn 
< « ti 

ss 5 

111 

a 


deposit 


UNSECURED LOANS: 


APPENDIX B 


323 


1*1 

^ 09 

co D 

§ r S 

'BBS 

a 2^3 


*”2 a 
« § § 
Ji^* 3 
P* ' 


T3 $ 

<D 

5 i 

bfl 

C 

CH 

TJ 

-g 

pQ 

is 

M 

w 

S O 

o 

0} 4-t 
> 

co 

<§ 

ffi 



CO ^ 

Os 

w 


8S^ 

I.SJB 

^3« 

x'SjS 

O 


o 

•§ , 1 

s s 

J » a a 

1 

SI 

• 8 s * 
g S'g J g 

•SgJrJ 

2 2 
r C r U 
Uh (*l 

S'eS 

sill 

O "2'«S 

pH 

®53 ^ »-h 

^ > eo 

<N w 

§ww 

w W 

5 


44.8 

S"0^ 

fa 

CD m 

fi g 

> B s 

<1 a 

< § 8 


tf«8 §1 
!*r§.s 

|ft H 3 

Q <* o 

jj.8 g'S 

mu 


° 3*S 
a) 2 

•s-s 8 

•a si 
a g 3 

o v 


3*0 c 2 

l§-2-° 


PC'* 

’sfr 

.as 


I s r 

d ^ K .is *g 

3 £ s*T3 g 
§ g 1 M 8 

5Jf§^-s 


is u 

■ g j 


4) co 

a &.a 


1 Ins. by Notifn. No. G.S.R. 414, dated the 21st March, 1961, see Gazette of India, Extraordinary , Pt. II, Sec. 3(£), p. 117. 

2 Subs., ibid . 



324 


PRINCIPLES AND PRACTICE OF AUDITING 





APPENDIX B 


325 





$ 53 S a o 

u?!** _ 

_ 2 IS £ ~ a *o op, 

^ 3^2 «*'•* ^ ^ 

co j cd cd 
»-h 


isgii 

isJS®-! 

na eo o — ®* • 

a) m a a % 
«-> *± o O 

08 C u «** 


■d fills 3*8 83 


Bon 


5 


t* 

Sg 

efl 


•S o 

°1 



r- 

>4 

d 


O 


* 


■*sa 

2“ 

S' 

IS 


. 4> 

I* 

1! 

ed 

-a 

5 * 



VMNOIUB AND PRACTICE OF AUMHNQ 


1 1 ! 

2 oil 

4- "0 8 

« *£ 
fl iu 
| -Is 

lll^ 

-9 R ►» 

Cf) <4-4 CO *4H C 
•I- T « O « 


SS 9 h 

at!* 

S *2 ° 


s 

5 ~ 2 a 
5Pj* g R 

«l QJ ■*- 

i«|a 

esl* 


4 S »|| S Fl?II! 

M *, IlSJS |§|3-§ W 
< 2 . & gggj ^g-sa fi 
M 8 8 -a ®m' s «!S 

••’S . « S « g <t> « 

o S § ^ 'e8q®®£ # S§ 
0 5 ’» 3 B I “S“ SS-s 2 ®§ 
B Sfi&a„-BSg.*s §5 I 
tR^S~.s’iig-S-SU§l~‘s3 


£ 3 ® -a 13 

J uStsJ-^S 
2 

as QJ Pi r+ 

*J T3 H o « 
*0 . . +£ 2 *.§ J3 


fi.R-.Bs 


, « s ° 

S 3 iR 

• g'S-.’S 

i “ 


+j © 3 

a£ Sa’S' 

iifiQlIc 

8 SS- 8 ..I" 

~ LO 


I 

l«s * 


fi.fi 1 h 
9 ;i£ 

[*,-5 g, 


i g'S ajJ-A B«g: 

g 8 t§g § | s 

a ^l ^ 

l** 3 j &s S * : 

80 t‘" ,Qr 5 gx S^ ; 

■s* :§►&; 

§.t s u S^s g 

|S Isis 131 


fcp* 

ill 


Notes 

General instructions for preparation of balance-sheet. — (a) The information required to be given under any of the items 
or sub-items in this Form, if it cannot be conveniently included in the balance-sheet itself, shall be furnished in a separate 
Schedule or Schedules to be annexed to and to form part of the oaiance-sheet. This is recommended when items are numerous. 
( 6 ) Naye Paise can also be given in addition to Rupees, if desired. 
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Appendix C 


REQUIREMENTS AS TO PROFIT AND LOSS ACCOUNT AS GIVEN. 
UNDER SCHEDULE VI, PART II OF THE COMPANIES ACT, 1956- 
(AS MODIFIED UP TO 1st. MAY, 1961) 

Part II. — Requirements as to Profit and Loss Account 

1. The provisions of this Part shall apply to the income and 
expenditure account referred to in sub-section (2) of section 210 
of the Act, in like manner as they apply to a profit and loss 
account, but subject to the modification of references as specified 
in that sub-section. 

2. The profit and loss account — 

(а) shall be so made out as clearly to disclose the result 
of the working of the company during the period 
covered by the account ; and 

(б) shall disclose every material feature, including 
credits or receipts and debits or expenses in respect 
of non-recurring transactions or transactions of an 
exceptional nature. 

3. The profit and loss account shall set out the various 
items relating to the income and expenditure of the company 
arranged under the most convenient heads ; and in particular, 
shall disclose the following information in respect of the period 
covered by the account : — 

(i) (jo) The turnover, that is, the aggregate amount for 
which sales are effected by the company. 

1 [(b) Commission paid to sole selling agents within the 
meaning of section 294 of the Act 

(c) Commission paid to other selling agents. 

(<Z) Brokerage and discount on sales, other than the usual 
trade discount.] 

1 Subs, by Notifn. No. G.S.R. 414, dated the 21st March, 1961, see 
Gazette of India, Extraordinary, Pt, II, Sec. 3(0, p. 117. 
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PRINCIPLES AND PRACTICE OF AUDITING 


Oti) (a) In * the case of manufacturing concerns, the 
purchases of raw material, and the opening and the 
closing stocks of the goods produced. 

(6) In the case of trading concerns, the purchases made, 
and the opening and the closing stocks. 

(c) In the case of concerns rendering or supplying 
services, the gross income derived from services 
rendered or supplied. 

x [(d) In the case of a concern which falls under more 
than one of the categories mentioned under clauses 
(a), (b) and (c) above, it shall be sufficient 
compliance of the requirements herein if the total 
amounts are shown in respect of the opening and 
closing stocks, purchases and sales and the gross 
income from services rendered is shown. 

(e) In the case of other concerns, the gross income 
derived under the different heads.] 

(tit) In the case of all concerns having works in progress, 
the amounts for which 1 [such works have been 
completed] at the commencement and at the end of 
the accounting period. 

( iv ) The amount provided for depreciation, renewals or 
diminution in value of fixed assets. 

If such provision, is not made by means of a depreciation 
charge, the method adopted for making such 
provision. 

If no provision is made for depreciation, the fact that no 
provision has been made shall be stated 2 [and the 
quantum of arrears of depreciation computed in 
accordance with section 205 (2) of the Act shall be 
disclosed by way of a note]. 

1 Subs, by Act 65 of 1960, s. 217, for “works remained to be executed”. 

2 Ins. by Notifn, No. G.S.R. 414, dated the 21st March, 1961, see Gazette 
of India, Extraordinary, Pt. II, Sec. 3(0, p. 117. 
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(v) The amount of interest on the company's debentures 
and other fixed loans, that is to say, loans for fixed 
periods, stating separately the amount of interest, if 
any, 8 [paid or payable] to the managing director, the 
managing agent, the secretaries and treasurers and 
the manager, if any. 

< vi ) The amount of charge for Indian income-tax and 
other Indian taxation on profits, including, where 
practicable, with Indian income-tax any taxation 
imposed elsewhere to the extent of the relief, if any, 
from Indian income-tax and distinguishing, where 
practicable, between income-tax and other taxation. 

(vii) The 4 [amounts reserved for] — 

(а) repayment of share capital ; and 

(б) repayment of loans. 

iviii) (a) The aggregate, if material, of any amounts set 
aside or proposed to be set aside, to reserves, but not 
including provisions made to meet any specific 
liability, contingency or commitment known to exist 
at the date as at which the balance-sheet is made up. 

<&) The aggregate, if material, of any amounts with- 
drawn from such reserves. 

(ix) (a) The aggregate, if material, of the amounts set 
aside to provisions made for meeting specific 
liabilities, contingencies or commitments. 

(6) The aggregate, if material, of the amounts with- 
drawn from such provisions, as no longer required. 

(x) Expenditure incurred on each of the following items, 
separately for each item : — 

(a) Consumption of stores and spare parts. 

(b) Power and fuel. 

(c) Rent. 

( d ) Repairs to buildings. 

( e ) Repairs to machinery. 

(/) (1) Salaries, wages and bonus. 
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PRINCIPLES AND PRACTICE OF AUDITING 


(£) Contribution to provident and other funds. 

(5) Workmen and staff welfare expenses 1 [to the 
extent not adjusted from any previous 
provision or reserve. 

Note. — Information in respect of this item should' 
also be given in the balance-sheet under the 
relevant provision or reserve account]. 

( g ) Insurance. 

(h) Rates and taxes, excluding taxes on income. 

(i) Miscellaneous expenses. 

(xi) (a) The amount of income from investments, dis- 
tinguishing between trade investments and other 
investments. 

(6) Other income by way of interest, specifying the 
nature of the income. 

(c) The amount of income-tax deducted if the gross 
income is stated under sub-paragraphs (a) and (6) 
above. 

(xii) (a) Profits or losses on investments 1 [to the extent 
not adjusted from any previous provision or reserve. 

Note . — Information in respect of this item should also 
be given in the balance-sheet under the 
relevant provision or reserve account]. 

(6) Profits or losses in respect of transactions of a kind, 
not usually undertaken by the company or undertaken 
in circumstances of an exceptional or non-recurring 
nature, if material in amount. 

(c) Miscellaneous income. 

(xiii) (a) Dividends from subsidiary ‘companies. 

(6) Provisions for losses of subsidiary companies. 

(xiv) The aggregate amount of the dividends paid and. 
proposed, and stating whether such amounts are 
subject to deduction of income-tax or not. 


1 Ina. by Act 65 of 1960, b. 217. 



APPENDIX G 


333 


(xv) Amount, if material, by which any items shown in 
the profit and loss account are affected by any change 
in the basis of accounting. 

1 [4. 2 [The profit and loss account shall also contain or give 
by way of a note detailed information, showing separately the 
following payments provided or made during the financial year 
to the directors (including managing directors), the managing 
agents, secretaries and treasurers or manager, if any, by the 
company, the subsidiaries of the company and any other 
person : — ] 

(*) 2 Lmanagerial remuneration under section 198 of the 
Act paid or payable] during the financial year to the 
directors (including managing directors), the 
managing agent, secretaries and treasurers or 
manager, if any ; 

(u) expenses reimbursed to the managing agent under 
section 354 ; 

(m) commission or other remuneration payable separately 
to a managing agent or his associate under sections 
356, 357 and 358 ; 

2 [(iv) commission received or receivable under section 
359 of the Act by the managing agent or his associate 
as selling or buying agent of other concerns in respect 
of contracts entered into by such concerns with the 
company ;] 

(v) the money value of the contracts for the sale or 
purchase of goods and materials or supply of services, 
entered into by the company with the managing 
agent or his associate under section 866 during the 
financial year ; 

2 [(m) other allowances and commission including 
guarantee commission (details to be given) ;] 
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(dit) any other perquisites or benefits in cash or in kind 
(stating approximate money value where practicable) ; 

(viii) pensions, etc., — 

(a) pensions, 

(b) gratuities, 

(c) payments from provident funds, in excess of own 
subscriptions and interest thereon, 

(d) compensation for loss of office, 

(e) consideration in connection with retirement from 
office. 


X [4A. The profit and loss account shall contain or give by 
way of a note a statement showing the computation of net profits 
in accordance with section 349 of the Act with relevant details 
of the calculation of the commissions payable by way of 
percentage of such profits to the directors (including managing 
directors), the managing agents, secretaries and treasurers or 
manager (if any).] 

2 [4B.] The profit and loss account shall further contain or 
give by way of a note detailed information in regard to amounts 
paid to the auditor, whether as fees, 'or otherwise for services 
rendered— 

(a) as auditor ; and 

(b) in any other capacity.] 

5. The Central Government may direct that a company 
shall not be obliged to show the amount set aside to provisions 
other than those relating to depreciation, renewal or diminution 
in value of assets, if the Central Government is satisfied that 
the information should not be disclosed in the public interest 
and would prejudice the company, but subject to the condition 
that in any heading stating an amount arrived at after taking 
into account the amount set aside as such, the provision shall be 
so framed or marked as to indicate that fact. 
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6. (I) Except in the case of the first profit and loss account 
laid before the company after the commencement of the Act, the 
corresponding amounts for the immediately preceding financial 
year for all items shown in the profit and loss account shall also 
be given in the profit and loss account. 

( 2 ) The requirement in sub-clause (i) shall, in the case 
of companies preparing quarterly or half-yearly accounts, relate 
to the profit and loss account for the period which ended on the 
corresponding date of the previous year. 
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PRINCIPLES AND PRACTICE OF AUDITING 


NATIONAL RUBBER 

BALANCE SHEET AS AT 

LIABILITIES 


Ri. Rs 

Share Capital 

59,94,053 As per Schedule ‘A 7 .. . . 60,00,000 

Reserves & Surplus 

12,74,759 As per Schedule ‘B* .. .. 35,64,606 

Secured Loans 

96,11,985 A- pei Srlndule 4 C’ . . .. . 1,23,98,422 

Unsecured Loans 

3,01,461 As p(T Schedule 4 D’ .. .. .. 21,61,987 

Current Liabilities and Provisions 
39,72,820 A- per Schedule h E 7 .. .. 43,39,192 


Notes s 

(i) Bills discounted with the bankers for 
IK 5,28,906/- which were not realised 
by I lie Bankers as on 31*1 December, 

1961 from the parties on whom the 
bills were diawn. 

(iit Unredeemed Guarantee given to 
Bankers Rs 4,63.212/-. 

(iii) Guarantee given as Managing Agents 
of General Tyies Ltd. to Industrial 
Finance Corpoiation of India 
R% 1,00,00,000/-. 

2,11,55,987 2,64,64,207 

TO THE SHAREHOLDERS OF NATIONAL RUBBER 
MANUFACTURERS LTD. 

We report that we have audited the above Balance Sheet and its annexed 
Piofit and Los- Account and, in our opinion and to the best of our informa- 
tion and according to the explanation- given to us, the above Balance Sheet 
and it** annexed Profit and Los* Account, read in conjunction with the Note* 
appearing on Profit and Lo^s Account and Schedule ‘A’ give in the prescribed 
manner the information requir'd by the Companies Act, 1956, and also give 
respectively a true and fair view of the state of the Company’s affairs a« 
at 31st December, 1956, and its profit for the year ended on that date. 

Wc have obtained all the information and explanations which to the 
best of our knowledge and belief were ncessary for our audit. In our opinion 
propei books of account have been kept as required by law as far as appears 
from our examination of the books and the above mentioned accounts are in 
agreement therewith. 

CALCUTTA, 

6, Hastings Street G. BASU & CO. 

The 28th February 1956 Chartered Accountants . 
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MANUFACTURERS LIMITED 

31ST DECEMBER 


ASSETS 


Rs. 

Fixed Assets 

66,35,302 As, per Schedule ‘F" .. 

Investments 

8,450 At per Schedule ‘G’ 

Current Assets, Loans and Advances 

1,43,60,894 As per Schedule ‘IP 

Miscellaneous Expenditure 

1,51,341 As per Schedule T .. 


Rs. 

69,57,402 

8,450 


.. 1,93,47,014 

1,51,341 


2,11,55,987 


2,64.64,207 


D. N. KAPUR 
D. BANERJEE 
N. G. MOOKERJEE 
M. K. MOOKERJEE 
B. MOOKERJEE 
K. KHESHVALA 
J. H. MEIITA 


> Directors . 


K. N. MOOKERJEE 
R. N. SENGUPTA 


Managing Director . 
Secretary . 
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PRINCIPLES AND PRACTICE OP AUDITING 


NATIONAL RUBBER 

PROFIT & LOSS ACCOUNT 


I960 



1961 

Rs. 


Rs. 

Rs. 

2,86^92,817 

Brought forward 


3,49,26,727 

5,37,750 

To Interest : 



On Fixed Loan 

2,21,211 



„ Other Loans 

5,40,344 

7,61,558 

7,70,739 

„ Miscellaneous Expenses 


8,49,277 

2,62,198 

„ Net Profit Carried Down .. 


6,86,613 

3,02,63^04 



3,72,24,175 


2,62,198 

To Amount Transferred to Deve- 


1,72,353 

50,000 

lopment Rebate Reserve .. 
Amount Transferred to Divi- 


1,00,01# 

77,686 

dend Equalisation Reserve 
, Proposed dividend subject to 
deduction of Income Tax 

On Preference Shares .. 

78,000 

— 

Ordinary Shares 

3,25,000 


46,685 

„ Balance Carried Forward .. 


4,03,000 

58,466 

4,36,569 



7,33,819 


Note : (1) Miscellaneous expenses include fees R 9 . 1,000/- paid to the 
auditors for attending the Board Meeting. 

(2) Repaii & include Rs. 11,109/- and Rs. 16,395/- being consumption 
oi stores for Repairs to Plant & Machineries and Building & 
Structure respectively. 

(3) Certain items included in consumption of Raw Materials in 
the previous year have been included in consumption of stores 
in this year. 


CALCUTTA 
6 , Hastings Street, 
The 28th February, 1962. 


G. BASU & CO. 
Chartered Accountants, 
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MANUFACTURERS LIMITED 

FOR THE YEAR ENDED 31ST DECEMBER, 1961. 



3,02,63,504 


3.72,24,175 

14.523 

By Balance Brought Foiward .. 

46,685 

2 , 62,198 

„ Net Profit this year 

6,86,613 


„ Fxce«s Provision of Div - 
dend written back 

521 

1 , 59.848 

„ Excess Provision of Income 
tax written back 


4,36, 569 


7,33,819 


D. N. KAPUR 

1 

D. BANERJEE 

1 

N. G. MOOKERJEE 

1 

M, K. MOOKERJEE 

} Directors . 

B. MOOKERJEE 

i 

K, KHESHVALA 

i 

J. H. MEHTA 

j 

K. N. MOOKERJEE 

Managing Dinctor. 

R. N. SENGUPTA 

Secretary. 
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The 31st 
December, 
1960 

Rs. 

25.00. 000 

75.00. 000 

1,00,00,000 


10,00,000 

50.00. 000 

60.00. 000 
5,047 

59,91,953 


Nil 


4,00,000 

7,28,074 


1,00,000 


46,685 


PRINCIPLES AND PRACTICE OF AUDITING 

SCHEDULE “A” 


Share Capital : 

Authorised : 

25,000 6% (Free of Income-tax) Cumu- 
lative Preference Shares of 
Rs 100/- each 

7,50,000 Oi dinary Shares of R-'. 10/- 
each 


R*. 


Issued & Subscribed : 

10,000 6% (Fiee of Income-tax) Cumu- 
lative Preference Shares of 
Rs. 100/- eacii fully called up 
5,00,000 Ordinary Shares of Rb. 10/- each 
called up 


Less : Call*? in Arrear 


Rs. 

Note : Of the above Shares 80,000 Ordinary 
Share*? of Rs. 10/- each are allotted 
as ful!v paid up, pursuant to a con- 
tract, without payments being 
received in ca«h. 

SCHEDULE^ “B” 

Reserves and Surplus : 

Capital Reserve : 

Surplus on Re-i-sue of For- 
feited Share*, 

Share Premium Aceount 

t^eneral Reserve 
As pei la*.t account 
Development Rebate 
Reserve 

As per la^t account .. 7,28,074 

Add: Amount transferred 
from Piofil and Loss 
Account . . 1,72,353 


Dividend Equalisation 
Reserve 

As per last account .. 1,00,000 

Add: Amount transferred 
from Profit and Loss 
Account . . 1,00,000 


Profit & Loss Account 


The 31st 
December, 
1961 

Rs. 

25.00. 000 

75.00. 000 

1.00,00,000 


10,00,000 

50.00. 000 

60.00. 000 
Nil 


60,00,000 


4,774 

939 

4,00,000 


9,00.427 


2,00.000 

58,466 


12,74,759 


15,64,60 6 
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The 31st 
Decembei, 
1960 

R«. 

39,63,963 


22,39,296 


31,00,000 


8,726 


96,11,985 


Nil 

3,00,000 

1,461 


SCHEDULE “C” 


Secured Loan* 

From a Bank s 

Secured bv hypothecation of Companv's 
slock of rubber, canvas galvanised wire, 
chemicals and rubber goods whether raw 
or in process of manufacture and all pio 
duels goods which now or hcieafter fi«»m 
time to time during this security shall b< 
brought into, stored or be m or about 
Company's premises oi gorlowns in the 
State of West Bengal and also all goods 
in tour-e of transit and Book debts as per 
contra. 

From Banks : 

Secured against hypothecation of Stock at 
Branches and or Supply Bills per contra. 

From Industrial Finance Corporation of 
India 

Secured by Mortgage of the Company’s 
Fixed Assets both present and future. Th~ 
Loan is also guaranteed by five of the 
Directors of the Company. 

Interest Accrued on Secured Loan 


IK 


Note ; Four of the Wholetime Directors of 
the Company have guaranteed tli** 
above oveidraft* from Banks. 

SCHEDULE “D” 

Unsecured Loans 
From a Bank 

(Guaranteed by Four of the Wholetime 
Directors of the Companv) 

From Others 

Interest Aecrned on Unsecured Loan . . 


The 31st 
December, 
1961 

Rs. 

53.54,372 


37,32,691 

33,00,000 

11,359 

1,23,98,422 


19,45,987 

2 , 00,000 

16,000 


3,01,461 


21,61,987 
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SCHEDULE “F” 


Fixed 


Addition 

Cost to 31st during the year 
Description of Assets December, to 31st 

I960 December, 1961 




Rs. 

Rs. 

Goodwill . . 


46,277 

— 

Land 


45,000 

— 

Building & Structure • . 


11,74,616 

2,50,219 

Monthly Tenancy Right 


500 

— 

Plant & Machinery . * 


74,23,434 

4,43,598 

Electric Installation . . 


3,29,967 

1,77,046 

Moulds 


8,62,308 

11.270 

Furniture & Fittings .. 


3,00,522 

62.443 

T>pewnters 


40,738 

15,042 

Tools & Implements .. 

i * 

1.51,846 

47.949 

Motor Cars & Lorries 


1.41,070 

12,759 

Booh^ & Periodical*- .. 


5,556 

— 

Tubewells 


71,724 

1.007 


Total Rs . . 

J, 05.93, 558 

10,21,333 Note 

Figures for the 31 n December, 1960 

83.55.3M 

22,33,295 


Note : Allocation of Capital expenses incurred departmenta'ly, as certified 
by the Technical Director, has been incorporated in these accounts. 
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SCHEDULE “F” 


Assets 


Deductions 
during the 
year to 31st 
December, 
1961 

Total Cost 
to 31st 
December, 
1961 

Total Depre- 
ciation -written 
off to 31st 
December, 
1961 

Net Value of 
Assets as at 
31st Decem- 
ber, 1961 

Net Value of 
Assets as at 
31st Decfin- 
ber, 1960 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

— 

46,277 

— 

46,277 

46,277 

— 

45,000 

— 

45,000 

45,000 

— 

14,24,835 

2,87,036 

11,37,799 

9,53,366 


500 


500 

500 

— 

78,67,032 

32,73,574 

45,93,458 

46,46,550 

— 

5,07,013 

63,294 

4,43,719 

2,90,145 

— 

8,73,578 

7,39,793 

1,33,785 

1,71,526 

250 

3,62,715 

34,739 

2,77,976 

2,40,757 

565 

55,215 

20,868 

25,347 

14,586 

— 

1,99,795 

52,753 

1,47,042 

1,13,586 

4,931 

1,48,898 

1,06,749 

42,149 

44,877 

— 

5,556 

1,044 

4,512 

4,512 

— 

72,731 

12 893 

59,838 

63,620 

5,746 

1,16,09,145 

46,51,743 

69,57,402 

66,35,302 






100 

1,05,93,558 

39,58,256 

66,35,302 
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The 31st 
December, 
1960 

SCHEDULE “E” 


The 31 «t 
December, 
1961 

Rs. 

Current Liabilities and Provisions 

Rs. 


(A) Current Liabilities 



27,72,310 

Sundry Creditors for Good 

s supplied 

28,07,885 

7,00,090 

Sundry Creditor foi Expense 

6,44,635 

3,81,581 

Sundry Creditors for other 

T mance . . 

4,63 290 

18.063 

Liability for Income-tax . . 


— 

6,533 

Unclaimed Di\ dends . . 

• . 

6,314 

16,566 

Due to Trustees of Provident Fund .. 

14,060 

38,95,143 

(B) Provisions 


39,36,192 

77.686 

Proposed Dividend 

. . 

4,03,000 

39,72.829 


Rs. 

4 3,39,1 ?2 


[For Schedule * F 9 Set Page s W) and 34*7\ 



SCHEDULE “G” 




Investments, at Cost 



Investment in Government Securities 

(Othei Investments) 



Face Value 

Cost 

7.000 

4% Wevt Bengal Government 
Loan 

Rs. 7,000 

7,000 

1,450 

National Savings Cirtificatcs 

Rs. 1,450 

1,450 

8 450 


Rs 

8,450 

Note : 

Market Value 

Book Value 

Book Value 

Market 

Value 

6,895 

Quoted 

Rs. 7,000 Investments . 

Rs. 7,000 

6,930 

_ 

Unquoted 

Rs. 1,450 Investments .. 

R«. 1,450 
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The 3lst SCHEDULE “H” 

December, 

1960 


Rs. 

Current Assets, Lou is & Advances 
(A) Current Assets 

Rs. 

755 

(1) Interest accrued on Investment .. 

(2) Stock-in-trade 

As per inventories taken, valued and 
certified by the Managing Director. 

(a) Raw Materials, at 

1,035 

33.69,985 

cost . . . . 39,99,572 

(b) Finished Goods, at 

or below net selling 


52,98,153 

price . . 97,02,231 

(c) Si ores & Sparc 


5,61,075 

Paris, at cost .. 4.77,297 

(d) Work-in-Pi ogress, at 


5,45,737 

cost . . . . 3,15,209 

(e) Stock-in-Transit, at 


3,15,763 

cost . . . . 1,19,152 

1,46,13.461 

29,69,455 

(3) Sundry Debtors 

(a) Debt* outstanding 

for a period ex- 
ceeding sjx months 3,65,116 

(b) Other Debt c .. 30,73,410 



(4) Cash and Bank 

Balances 

(i) At Ranks on Current 

34,38,526 

3,22,632 

Account .. 1,41.354 

(ii) At Bankc on Divi- 


6,533 

dend Account .. 6,314 

(iii) At Bank on Fixed 


1,57,065 

Deport .. 1,15,365 


50,898 

(iv) Ca4i in Hand .. 1,18 338 


20.000 

(v) Cash in Transit . . — 



(B) Loans and Advances 
(i) Advances recovera- 
ble in ca*h or in 
kind or for value to 

3,81,3*1 

2.87,528 

be lectivcd 

4,30.083 

3,56,726 

(ii) Advance^ to Staff 

Security Deposits 
(a) With Go\rrnmcnt 

3,51,915 

26,636 

Departments .. 29,266 

(b) With Pablic Utility 


8,885 

Concerns . . 9,375 


29,894 

(c) Others .. 73.516 

Balance with Customs, 

1,12.087 

33,174 

Port Tru^t ftc. 

Advance payment of 

8.661 

— 

Income-tax 

9,875 


349 

Hu Slat 
December, 
1961 

Rs. 


1,84,34,393 


9,12,621 


1,43,60,894 


R<. 1,93,47,014 
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SCHEDULE ‘H'—Contd. 


The 31st 





The 31st 

December, 





December* 

I960 





1961 

Sundry 

Loans & 



Sundry 

Loans & 

Debtors 

Advances 



Debtors 

Advances 

Rs. 


(i) 

Particulars 

Debts considered 


Rs. 




good and in respect 
of which the Com- 



Nil 

Nil 


pany is fully secured 

Nil 

Nil 



(ii) 

Debts considered 






good and in respect 
of wh ch the Com- 






pany held no secu- 
rity other than the 
Debtors’ Per<*nnal 



28,41,091 

2,26,740 


Secuiity 

32,78,849 

5,47,399 



liii) 

Dehl^ considered 



1,15.615 

3,17,397 


doubtful or bad . . 

1,59,677 

3,65,222 

29,56,706 

5,44,137 



34,38,526 

9,12,621 


DIRECTORS’ CERTIFICATE 

In the opinion of the Board, the Cuirenr Assets and Loans and Advances 
if realised in the oi dinary course of bu sines* will amount at least to the value 
at which they are stated in the Balance Sheet. 


SCHEDULE “I” 


Miscellaneous Expenditure 

(1) Expenses on the Issue of new Shares 
51,244 As per last Balance Sheet . . . . 51,244 

iii^ Brokerage on the issue of new Shares 
53,304 As per last Balance Sheet . . . . 53,304 

Oil) Expenses on the procurement of Loan 
from Industrial Finance Corporation of 
India 

46,793 A« per last Balance Sheet . . . . 46,793 


R«. 


1,51,341 


1,51,341 
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Appendix E 

FORM OF A BANK BALANCE SHEET AS GIVEN UNDER THE 
THIRD SCHEDULE, FORM A (Sec. 29) OF THE BANKING 
COMPANIES ACT, 1949 


CAPITAL AND LIABILITIES Rs. a. p. Rs. a. p. 

1. CAPITAL 

Authorised Capital : 


Shares 

of 

R«.. . . 

. . .each 

Issued Capital • 




Shaies 

of 

Rs.... 

. . . each 

Subscribed CapPal : 




Shaies 

of 

Rs.... 

...each — 


Amount Called up at Rs per ^liare 

Lt ss : Calls unpaid 
Add : Forfeited Shares 

2. RESERVE FUND AND OTHER RESERVES 

3. DEPOSITS AND OTHER ACCOUNTS : 

hixed Deposits 

Savings Bank Deposits 

Cuircnt Accounts and Contingency A/cs. 

4. BORROWINGS FROM OTHER BANKS 

AGENTS ETC: 

(l) in India 
(n) outside India 
Particulars : 

(i) Secured (staring the nu ure of 
security) 

(n) Unsecured 

5. BILLS PAYABLE 

6. BILLS FOR COLLECTION BEING BILLS 

RECEIVABLE ( per contra )• 

(i) payable in India 
(u) payable outside India 

7. OTHER LIABILITIES (to be specified) : 
Pension or Insurance Fund, Unclaimed 

Dividends, Advance Payments, Rebate on 
Bills di c counted, etc. 

8. ACCEPTANCES, ENDORSEMENTS AND 

OTHER OBLIGATIONS ( per contra ) : 


Carried Fonvard Rs. 
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PROPERTY AND ASSETS Rs. a. p. ' Rs. a. p. 


1. CASH: 

In hand and with Reserve Bank (including 
foreign cunency notes) . . . . | 

2. BALANCES WITH OTHER BANKS j 

(Showing whether on deposit or cut rent j 
account; ! 

(i) in India i 

(ii) outside India 

3. MONEY AT CALL AND SHORT 

NOTICE 

4. INVESTMENTS (Stating mode of valuation, 

e.g., cost or market value) : I 

(i) Securities of the Central and State 
Governments and Trustee Securities 
including Treasury Bills of the Central 
and State Governments 
(nj Shajf* (classifying into puference, 
culinary, deferred and nthti (lasses of 
'■haic- and ‘•howinix separately shares 
fully paid up and partly paid-up) 

(oil Debcntmes or Bonds 
(iv) Other investments (to he classified under 
proper hcad c ) 

M Gold 

5. ADVANCES: 

(i) Loan*, Cash Credits and Overdrafts i 
(ntliu than had and doubtful debts for 
which pro\ ion has been made to the 
satisfaction of the auditors! : 

' n ) m India 

(b) outside India 

In) Bills discounted and purchased (other 
than Tieasuiv Bills of the Cential and i 
State Goverrmenls) : 

(a) payable in India 1 

(b) payable eutsjde India 
Particular* : 

(i) Debts ron-idered good in respect of 
wh oh the Bank is fullv secured 
(ii) Debts considered good for which the 
Bank hold* no othtr security than the 
debtors’ peisonal security .. .. | 

Carried Forward Rs. 
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CAPITAL AND LIABILITIES 


Rs. a. p. 


Rs. a. p. 


Brought forward Rs. 


9. PROFIT AND LOSS ACCOUNT: 

As per last Balance Sheet .. .. 

Less : Appropriations 
Add : Profit lor the year brought forward 
from P & L Account 

10. CONTINGENT LIABILITIES 


Total Rs. 


23 
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FORM OF A BANK PROFIT AND LOSS ACCOUNT AS GIVEN 
UNDER THE THIRD SCHEDULE, FORM B OF THE BANKING 
COMPANIES ACT, 1949 


Profit and Loss Account for the year ended December 


Expenditure 


1. Interest paid on de- 
posits, borrowings, 
etc. 

2. Salaries and Allow- 
ances (showing se- 
parately salaries and 
allowances to mana- 
ging director or ma- 
nager) 

3. Contributions to 
Provident Fund .. 

4. Directors’ fees and 
allowances 

Local Committee 
Members’ fees and 
allowances 

5. Kent, Taxes, Insur- 
ance, Lighting etc. 

6. Law Charges 

7. Postage, Telegrams 
and stamps 

8. Auditor’s Fees 

9. Depreciation on 
Bank’s Property 

10. Repairs to Bank’s 
Property 

11. Stationery, Printing, 
Advertisement etc. 

12. Loss from sale of or 
dealing with non- 
banking assets 

13. Other Expenditure 

14. Balance (Net Pro- 
fit) subject to taxa- 
tion 


Total Rs. 


Rs. 

a. 

i 

! 

P- 

Income (less Provision 

made during the year 
for Bad and Doubtful 
Debts) 

1. Interest and Dis- 
count 

2. Commission, Ex- 

change and Bro- 
kerage 

3. Rents 

4. Net Profit on sale 

5. Net Profit on sale 
of investments, gold 
and silver, land, pre- 
mises and other 
assets 

6. Net Profit on re- 
valuation of invest- 
ments, gold and 
silver, land, premises 
and other assets . . 

7. Income from non- 
banking assets, and 
profit from ^ale of 
or dealing with buch 
assets 

8. Other receipts 

9. Loss (if any) 

l 

Rs. 

a. 

P- 

I 

■ 


Total Rs. 

■ 

■ 


■ 

1 


4 

i 

1 

I 

— 
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Appendix G 

FORM OF REVENUE ACCOUNT APPLICABLE TO FIRE INSUR. 
ANCE BUSINESS, MARINE INSURANCE BUSINESS AND OTHER 
MISCELLANEOUS INSURANCE BUSINESS AS GIVEN UNDER THE 
THIRD SCHEDULE, FORM F OF THE INSURANCE ACT, 1938. 

REVENUE ACCOUNT OF FOR THE YEAH ENDED 19 

IN RESPECT OF BUSINESS 


Rs. 


Rs 


Claims under Policies, 
less Re-insurances: 

Paid during the year Rs. 
Total estimated liability 
in respect of outstanding 
claims at the end of the 
year whether due or inti- 
mated. 

Rs. 

Total R^. 

Le^s outstanding at the 
end of the previous year 
Rs. 


Commission 

Commiswion on Direct 
Business 

Commission on Re-Tu- 
suranccs accepted 
Expenses of manage- 
ment 

Bad debts 

United Kingdom, Indian 
Dominion and Foreign 
Taxes 

Other Expenditure (to 
be specified) 

Profit transferred to Pro- 
fit and Loss Account . . 
Balance of Account at 
the end of the year as 
shown in the Balance 
Sheet 

Rs, 

Additional Reserve 
(if any) Rs. 


Rs. 


Balance of Account at 
the beginning of the 
year 

Reserve for Unexpected 
Risks . . Rs. 

Additional Reserve 
(if any) .. Rs. 

Premiums less 
Re-insurances 
Interest, Dividends 
and Rents Rs. 

Less Income tax Rs. 


Commission on Re-insu- 
rances ceded 
Other income (to he 
specified) 

.Loss transferred to Pro- 
4 fit & Loss A/c- 
Transfer from Appro- 
priation Account 


Rs. 
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Appendix H 

form of profit and loss account for insurance com- 

PANIES AS GIVEN UNDER THE INSURANCE ACT, 1938. 

A. THE SECOND SCHEDULE FORM B. 

Profit & Loss Account of for the year ended 


Indian (Central) Taxes on the 
insurer’s Profits (not ap- 
plicable to any particular 
Fund or Account 

Expenses 01 Management (not 
applicable to any particular 
Fund or Account. 

Loss on Realisation of Invest- 
ment (not chained to 
Reserves or any partiuilai 
Fund or Account) 

Depreciation of Investment (not 
charge d to Rt serve 0 or any 
particular Fund 01 Ac 
count) 

Loss trm^fured from Reserve 
Accounts (detail 0 to be 
given) 

Other Expenditure (to bt spen 
fied) 

Balance for the year carried to 
Appiopnation Account . 


| Interests Dividends and Rents 
I (not applicable to any parti 

I cuLi fund 01 Account) .. 

i l < ss, In< nmt tax thereon 
Ptcifil on realisation of Invest 
I ment (not credited to 

| Reserve*' or any particular 

Tund 01 Account) 

| Appreciation of Investments 
(not credited to Reserves <r 
any Particular Fund or 
| Acccunt) 

Piofit tran*-frmd irtm Revc 
line \ cuimt u (detail'- to be 
I given ) 

Ti m°fe r foc*- 

Otber Inccmc (to bt specified) 

I dalanet being lo*-s for the year 
, carrit d to \ppiopnation 

I Account 


B THE SECOND SCHEDULE FORM C 

Profit & Loss Appropriation Account of. 


Balance being loss brought 
forwaid fiom last year .. 

Balance being loss foi the year 
brought from Profit and 
Loss Account (as m 
Form B) 

Dividends paid duiing the year 
on account of the current 
year (to be specified and 
if “free of tax” to be so 
stated) 

Transfers to any particular 
Funds or Accounts (details 
to be given) 

Balance at end of the year as 
shown m the Balance Sheet 


for the year ended . .19. •• 


Balance brought forward from 
last veir 

/css Dividends since paid 
in respect of last year (to 
be specified and if “free of 
tax” to lie so stated) 
Balance for the >ear brought 
from Piofit and Loss Ac- 
count (as m Form B) 
Balance being Loss at end of 
the year as «hown m the 
Balance Sheet 
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Appendix I 

FO RM of insurance company balance sheet as given 

•rfffi FIRST S CHED ULE, FORM A OF THE INSURANCE ACT, 1988' 


Balance Sheet of. 


Life and Other 
Annuity Classes of Total 

Business Business 

Rs. a. p. Rs. a. p. Rs- P- 


SHAREHOLDERS’ CAPITAL (each 
class to be staled separately) 
Authorised : 

shares of Rs. . . . . . ea ch Rs. 

Subscribed : 

shares of Rs.... ..each Rs. 

Called up : 

shares of Rs each Rs. 

Less Unpaid Calls Rs. _ 

RESERVE OF CONTINGENCY 
ACCOUNTS : 

Investment Reserve Account 
Profit and Loss Appropriation 
Account Balance . . i 

BALANCES OF FUNDS AND S 
ACCOUNTS : 

Life Insurance Fund — 

(i) Business in India 

(ii) Business outside India 

Fire Insurance Business Account . . 
Marine Insurance Business Account 
Miscellaneous Insurance Business 
Account 

Other accounts, if any (to be 
specified) 

Pension or Superannuation Account 
DEBENTURE STOCK per cent . . 
LOANS AND ADVANCES 
BILLS PAYABLE 
ESTIMATED LIABILITY IN 
RESPECT OF OUTSTANDING 
CLAIMS, WHETHER DUE OR 
INTIMATED 

ANNUITIES DUE AND UNPAID 


Carried over Rs. 
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THE FIRST SCHEDULE 



Life and 
Annuity 
Business 


Bmight forward Rs. 


OUTSTANDING DIVIDENDS 
AMOUNTS DUE TO OTHER 
PERSONS OR BODIES CARRY- 
ING ON INSURANCE BUSINESS 
SUNDRY CREDITORS (INCLUD- 
ING OUTSTANDING AND 
ACCRUING EXPENSES AND 

TAXES) 

OTHER SUMS OWING BY THE 
INSURER (PARTICULARS TO 
BE GIVEN) 

CONTINGENT LIABILITIES (TO 
BE SPECIFIED) 



Carried over Rs. 
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FORM A ( Contd .) 

life and Other 
Annuity Classes of Total 

Business Business 

- p _______ __ 

Bonds, Debentures, Stock and other 
Securities whereon Interest is gua- 
ranteed by the British or any Colo- j 

nial Government . . .. | 

Bonds, Debentures, Stocks and other ? 

Securities whereon Interest is guar- 1 

anteed by any Foreign Government ! 

Debentures of any railway in India | 

Debenture* of any railway out of India , I 

Preference or guaranteed shares of , 

any railway in India .... | 

Preference or guaranteed shares oi ( 
any railway out of India . . ( 1 j 

Railway ordinary stock (i) in India, i ( 

(ii) out of India .. . . • 1 | 

Other Debentures and Debentun 1 i i 


Stock of Companies incoipoiated | 

(i) in India, (ii) out of India .. | 

Other guaranteed and Preferenee 1 

Stocks and Shares of companies in- > 

wporated (i) in India, (ii) out of j 

India . . . . . . | 

Other ordinary Stocks and Shares oi , 

Companies incorporated (i) in I 

India, (ii) out of India .. ' 

Holdings in Subsidiary Companies . I 

House Property (i) in India, (ii) j 

out of India . . . . . . ' 

Freehold and Leasehold ground rents i 
and rent charges . . . . | 

AGENTS’ BALANCES .. .. i , \ 

OUTSTANDING PREMIUMS .. ‘ 

INTEREST, DIVIDENDS AND / 1 

RENTS OUTSTANDINNG .. \ . \ 

INTEREST, DIVIDENDS AND < 

RENTS ACCRUING BUT NOT | 

DUE 



Carried over Rs . 


i 



sm tmcmJBS and wan of auditing 

THE FIRST SCHEDULE 

Life and Other 
Annuity Classes of Total 
Business Business 

Brought forward Rs. Rs. a. p. Rs. a. p. Rs. a. p. 




Ammm i 


am 

FORM a (Contd.) 


Other 

Gasses of Total 
Business 

Brought forward Rs . Rs. a. p. Rs. a. p. Rs, a. p. 

AMOUNTS DUE FROM OTHER 
PERSONS OR BODIES CARRY- 
ING ON INSURANCE BUSINESS 
SUNDRY DEBTORS 
BILLS RECEIVABLE 

CASH * 

At Bankers on Deposit Account .. 

At Bankers on Current Account .. 
and in hand 

At CaU and Short Notice 
Other Accounts (to be specified) 


Life and 
Annuity 
Business 
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Appendix J 

SPECIMENS OF AUDIT REPORT 

Auditors’ Report to the Members of Company Limited 

We report that we have audited the above Balance Sheet 
and the annexed Trading and Profit and Loss Account which 
are in agreement with the books of account and returns and, 
in our opinion and to the best of our information and according 
to the explanations given to us, such Balance Sheet and Trading 
and Profit and Loss Account give in the prescribed manner the 
information required by the Companies Act 1956 and also give 
respectively a true and fair view of the state of the Company’s 
affairs as at 31st March, 1959 and its profit for the year ended 
on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit. In our opinion proper books of account have 
been kept as required by law, so far as appears from Our 
examination of those books, and proper returns audited by 
qualified persons have been received from Branches not visited 
by us. f 

Calcutta, 1st October, 1059. Chartered Accountants. 


Auditors* Report to the Members of Company Limited 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for the purposes of our audit. In our opinion, proper books 
of account have been kept by the Company as required by law 
so far as appears from our examination of those books, and 
proper returns adequate for the purposes of our audit have been 
received from the Factory not visited by us. 

We have examined the Balance Sheet of Company, 

Limited, as at 31st December, 1958, and the annexed Profit and 
Loss Account for the year ended on that date which are in 
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agreement with the books of account and returns. In our 
opinion and to tne best of our information and according to 
the explanations given to us, the said accounts give the infor- 
mation required by the Companies Act, 1956, in the manner 
so required and the Balance Sheet gives a true and fair view 
of the state of the Company’s affairs as at 31st December, 1958, 
and the Profit and Loss Account gives a true and fair view of 
the profit for the year ended on that date. 

Calcutta, 25th August, 1959 Chartered, Accountants. 


Auditors’ Report to the Shareholders. 

We have obtained all the information and explanations which 
to the best of our knowledge and belief were necessary for the 
purposes of our audit. In our opinion, proper books of ’account 
have been kept by the Company as required by Law so far as 
appears from our examination of those books, and proper returns 
adequate for the purposes of our audit have been received from 
the Forest Head Quarter and Depots not visited by us. 

We have examined the Balance Sheet of Company 

Private Limited, as at 30th September, 1958, and the annexed 
Profit and Loss Account for the year ended on that date which 
are in agreement with the books of account and returns. In 
our opinion and to the best of our information and according 
to the explanations given to us the said accounts give the 
information required by the Companies Act, 1956, in the 
manner so required, and the Balance Sheet gives a true and 
fair view of the state of the Company’s affairs as at 30tb 
September, 1958, and the Profit and Loss Account gives a true 
and fair view of the profit for the year ended on that date. 

Calcutta, 17th April, 1959 Chartered Accountants. 


Auditors’ Report to the Members of Tea Company Ltd. 

We report that we have audited the above Balance Sheet 
and the annexed Profit & Loss Account which are in agreement 
with the bodes of account, and, in our. opinion and to the best 
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of our information, and according to the explanations given to 
us, such Balance Sheet and Profit & Loss Account give in the 
prescribed manner the information required by the Companies 
Act 1956 and also give respectively a true and fair view of the 
state of the Company’s affairs as at 31st December, 1958 and 
its profit for the year ended on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit and, in our opinion, proper books rf account have 
been kept as required by law so far as appears from our 
examination of those books. 

Calcutta, & Co., 1 ^ u ^tors 

2nd July, 1959 Chartered Accountants, f 

Auditors’ Report to the Members of Pharmaceuticals Private Ltd. 

We report that we have audited the above Balance Sheet 
and the annexed Profit and Loss Account which are in agreement 
with the books of account and in our opinion and to the best 
of our information and according to the explanations given to us, 
such Balance Sheet and Profit And Loss Account give in the 
prescribed manner the information required by the Companies 
Act 1956 and also give respectively a true and fair view of the 
state of the Company’s affairs as at 30th September, 1958 and 
its profit for the year ended on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit and, in our opinion, proper books of account have 
been kept as required by law so far as appears from our 
examination of those books. 

Calcutta, 25th March, 1959 Chartered Accountants . 


Auditors’ Report to the Members of Small Scale Industries Ltd. 

We report that we have audited the above Balance Sheet 
and the annexed Trading and Profit and Loss Account which 
are in agreement with the bboks of account and in our opinion 
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and to the best of our information and according to the explana- 
tions given to us, such Balance Sheet and Trading and Profit 
and Loss Account give in the prescribed manner the information 
required by the Companies Act 1956 and also give respectively 
a true and fair view of the state of the Company’s affairs as 
at 31st Match, 1959 and its profit for the year ended on that 
date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit and, in our opinion, proper books of account have 
been kept as required by law so far as appears from our 
examination of the books. 

Calcutta, 30th September, 1959 Chartered Accountants. 


Auditors’ Report to the Members of Merlceting (India) 

Private Limited 

We have examined the above Balance Sheet and the annexed 
Profit and Loss Account which are in agreement with the 
Company's books of account. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for the purpose of our audit. In our opinion proper books of 
account as required by law have been kept by the Company 
so far as appears from our examination of these books. 

In our opinion and to the best of our information and 
according to the explanations given to us the said Balance Sheet 
and Profit and Loss Account give the information required by 
the Companies Act 1956, in the manner so required and present 
a true and fair view of the state of the Company’s affairs as at 
31st December, 1958 and of the loss for the year ended on 
that date. 

Catedtta, &Co., i Auditors 

12th May, 1959 Chartered Accountants, I 
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Auditors* Report to the Members of Tee Association Ltd. 

We report that we have audited the above Balance Sheet 
and the annexed Profit & Loss Account which are in agreement 
with the books of account, and, in our opinion and to the best 
of our information and according to the explanations given to 
us, such Balance Sheet and Profit & Loss Account give in the 
prescribed manner the information required by the Companies 
Act 1956 and also give respectively a true and fair view of the 
state of the Company’s affairs as at 81st December 1958 and 
its loss for the year ended on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit and, in our opinion, proper books of account have 
been kept as required by law so far as appears from our 
examination of those books. 

Capita, & Co., . Auditors 

2nd July, 1959 Chartered Accountants, i • 


Auditors’ Report to the Members of the Tea Company Ltd. 

We report that we have audited the above Balance Sheet 
and the annexed Profit and Loss Account which are in agreement 
with the books of account, and, in our opinion and to the best 
of our information and according to the explanations given to 
us, such Balance Sheet and Profit and Loss Account give in the 
prescribed manner the information required by the Companies 
Act 1956 and also give respectively a true and fair view of the 
state of the Company’s affairs as at 31st December 1958 and 
its profit for the year ended on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit and, in our opinion, proper books of account have 
been kept as required by law so far as appears from our 
examination of those books. 

Calcutta, „ .& Co., I AudUor8 

21st August, 1959 Chartered Accountants , t I 
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Auditors’ Report to the Members 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for the purposes of our audit. In our opinion, proper books of 
account have been kept by the Company as required by law 
so far as appears from our examination of those books, and 
proper returns adequate for the purposes of our audit have 
been received from the branch office not visited by us 

We have examined the Balance Sheet of Limited 

as at 31st March, 1959 and the annexed Profit and Loss Account 
for the year ended on that date which are in agreement with 
the books of account and returns. 

Subject to the note appearing on the Profit and Loss Account 
regarding the Managing Director’s remuneration, in our opinion 
and to the best of our information and according to the 
explanations given to us, the said accounts read in conjunction 
with the notes appearing on Pages 12 to 16 give the information 
required by the Companies Act, 1956, in the manner so required, 
and the Balance Sheet gives a true and fair view of the state 
of the Company’s affairs as at 31st March, 1959 and the Profit 
and Loss Account gives a true and fair view of the profit for 
the year ended on that date. 

Calcutta, 7th October, 1959 , Chartered Accountants. 


Auditors' Report to the Members of and Company Ltd. 

We report that we have audited the above Balance Sheet 
and the annexed Profit and Loss Account and in our opinion 
and to the best of our information and according to the 
explanations given to us the above Balance Sheet and annexed 
Profit and Loss Account give in the prescribed manner the 
information required by the Companies Act, 1956, and also give 
respectively a true and fair view of the state of the Company's 
affairs as at 31st March, 1959, and its profit for the year ended 
on that date. 

We have obtained all the information and explanations which 
to the best of our knowledge and belief were necessary for our 

24 
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audit. In our opinion proper books of account have been kept 
as required by law so far as appears from our examination of 
those books. In our opinion the above mentioned accounts are 
in agreement with the books of account. 

Calcutta, 6th October, 1959 Chartered Accountants. 


Auditors’ Report to the Members of a*d Company Ltd. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for the purposes of our audit. In our opinion, proper bodes 
of account have been kept by the Company as required by law 
so far as appears from our examination of those books. 

We have examined the Balance Sheet of and 

Company, Limited as at 31st March, 1959 and the annexed 
Profit and Loss Account for the year ended on that date which 
are in agreement with the books of account. In our opinion 
and to the best of our information and according to the explana- 
tions given to us, the said accounts read in conjunction with 
the note appearing on page No. 29 give the information required 
by the Companies Act, 1956, ir/ the manner so required and 
the Balance Sheet gives a true and fair view of the state of 
the Company’s affairs as at 31st March, 1959, and the Profit 
and Loss Account gives a true and fair view of the profit for 
the year ended on that date. 

Calcutta, 7th October, 1959 Chartered Accountants. 


Auditors’ Report to the Members of Finance Ltd. 

We report that we have audited the above Balance Sheet 
and the annexd Profit and Loss Account and in our opinion 
and to the best of our information and according to the 
explanations given to us the above Balance Sheet and the 
annexed Profit and Loss Account give in the prescribed manner 
the information required by the Companies Act, 1956, and also 
give respectively a true and fair view of the state of the 
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Company’s affairs as at 31st March, 1969, and its profit for 
the year ended on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit. In our opinion proper books of account have 
been kept as required by law so far as appears from our exami- 
nation of those books. In our opinion the above mentioned 
accounts are in agreement with the books of account. 

Calcutta, 6th October, 1959 t Chartered Accountants. 

Auditors' Report to the Members of Limited 

We report that we have audited the above Balance Sheet 
and the annexed Profit and Loss Account and, in our opinion 
and to the best of our information and according to the explana- 
tions given to us, such Balance Sheet and Profit and Loss 
Account, which are in agreement with the books, give in the 
prescribed manner the information required by the Companies 
Act, 1956, and also give respectively a true and fair view of 
the state of the Company’s affairs as at 31st March, 1959, and 
its profit for the year ended on that date. 

Calcutta, 30th September, 1959 Chartered Accountants. 


Auditors' Certificate and Report *o the Members 
of & Company Ltd. 

We certify that we have obtained all the information and 
explanations which to the best of our knowledge and belief were 
necessary for the purpose of our audit, and, in our opinion, 
proper books of account have been kept by the Company so far 
as appears from our examination of those books. We have 
examined the above Balance Sheet and annexed Profit and Loss 
Account which are in agreement with the books of account. 
In our opinion and to the best of our information and according 
to the explanations given to us the said Acounts give the in- 
formation required by the Companies Act 1948 in the manner 
so required and the Balance Sheet gives a true and fair view 



STS- PRINCIPLES AND PRACTICE OF AUDITING 

of the state of the Company’s affairs as at 31st March 1959, 
and the Profit and Loss Account gives a true and fair view of 
the profit for the year ended on that date. 

London, 

28th September, 1959 . Chartered Accountants. 


Report of Auditors to the Members of .‘Company Ltd. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for the purpose of our audit. In our opinion proper books of 
account have been kept by the Company so far as appears from 
our examination of those books, and proper returns adequate 
for the purpose of our audit have been received from the 
Company’s Registrars in London and the Garden Manager. 

We have examined the above Balance Sheet and annexed 
Profit and Loss Account which are in agreement with the books 
of Account and Returns. 

In our opinion and to the b^st of our information and 
according to the explanations given to us the said Accounts with 
the notes thereon give the information required by the Com- 
panies Act, 1948, in the manner so required and the Balance 
Sheet gives a true and fair view of the state of the Company’s 
affairs as at 31st December, 1958 and the Profit and Loss Account 
gives a true and fair view of the loss for the year ended on 
that date. 

Calcutta, Srd October, 1959 Chartered Accountants. 


Auditors’ Report to the Members of Private Ltd. 

We have audited the above Balance Sheet of 

Private Ltd., as at 31st March, 1959, and the annexed Profit 
and Loss Account of the Company for the year ended on that 
date, and report that : 
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(1) We have obtained all the information and explana- 
tions which to the best of our knowledge and belief 
were necessary for the purposes of our audit. 

(2) In our opinion proper books of account as required 
by law have been kept by the Company, so far as 
appears from our examination of the books. 

(3) The Balance Sheet and Profit and Loss Account dealt 
with by the report are in agreement with the books 
of account. 

(4) In our opinion and to the best of our information 
and according to the explanations given to us, the 
Accounts give the information required by the 
Companies Act, 1956, in the manner so required and 
give a true and fair view : 

(a) in the case of the Balance Sheet, of the state 
of the affairs of the Company as at 31st March, 
1959, and 

(b) in the case of the Profit and Loss Account, of 
the profit for the year ended on that date. 

Calcutta, 25th September, 1959 Chartered Accountants. 


Auditors* Report to the Members of Tea Company Ltd. 

We report that we have audited the above Balance Sheet 
and the annexed Profit and Loss Account which are in agree* 
ment with the books and in our opinion and to the best of our 
information and according to the explanations given to us the 
above Balance Sheet and the annexed Profit and Loss Account 
together with the relevant notes give in th$ prescribed manner 
the information required by the Companies Act, 1956, and also 
give respectively a true and fair view of the state of the 
Company’s affairs as at 31st December 1960, and its profit for 
the year ended on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
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for our audit. In our opinion proper books of account have 
been kept aa required by law so far as appears from our 
examination of those books. 

Calcutta, 29th May, 1961 Chartered Accountants. 


AUDITORS’ REPORT 

To the Share Holders of Limited 

We report that we have audited the Balance Sheet of 

Messrs Ltd., as at 30th September, 1961, and the 

annexed Profit and Loss Account for the year ended on that 
date. In our opinion and to the best of our information and 
according to the explanations given to us, the said Balance Sheet 
and the annexed Profit and Loss Account together with the 
notes thereon give in the prescribed manner the information 
required by the Companies Act, 1956, and also give respectively 
a true and fair view of the suite of the Company’s affairs as 
at 30th September, 1961, and its profit for the year ended on 
that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit. In our opinion proper books of account have 
been kept as required by law, so far as appears from our 
examination of those books, and proper returns adequate for the 
purpose of our audit have been received from Branches not 
visited by us. These Branches are exempt from the require- 
ments of Section 228 by virtue of Rule 3 of the Companies 
(Branch Audit Exemption) Rules, 1961. The above mentioned 
accounts are in agreement with the books of account and returns. 


Calcutta, 

19th February, 1962 


Chartered Accountants 
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Auditors’ Report to the Shareholders of Textile Mills Limited 

* To 

The Shareholders, 

TEXTILE MILLS LTD., 

Calcutta. 


Dear Sirs, 

We have audited the attached Balance Sheet of 

Textile Mills Ltd., as at 30th June, 1961 and the annexed Profit 
& Loss Account for the year ended on that date together with 
the schedules referred to therein. 


The following discrepancies are observed : — 

(1) Current Assets: 

Debts outstanding for a period exceeding 6 months. 

A sum of Rs. 1,04,573/- is due from Sri for sale 

of bricks by the Company. As no amount has been paid by 
him the case has been handed over to Company’s Solicitors for 
necessary action. 


(2) Depreciation: 

The Provision of Depreciation for the year under audit 
is not adequate. 


Subject to above, in our opinion and to the best of our 
information and according to the explanations given to us the said 
accounts give the information required by the Companies Act, 
1956 in the manner so required and the Balance Sheet gives 
a true and fair view of the state of Company's affairs as at 
30th June, 1961 and the Profit & Loss Account gives a true 
and fair view of the Profit for the year ended on that. 


We have obtained all the information and explanations 
which to the best of our knowledge and belief were nece ®^P 
for the purposes of our audit. In our opinion proper books 
of account have been kept by the Company as required by taw 
so far as appears from our examination of those books and the 
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Balance Sheet and Profit & Loss Account of the Company are 
in agreement with the books of account. 

Calcutta, Yours faithfully, 

December 23, 1961. 

Chartered Accountants, 

Auditors. 

Auditors’ Report to the Shareholders of Bank, Limited 

We have audited the annexed Balance Sheet of 

Limited as on and also the annexed Profit and Loss 

Account of the Bank for the year ended on that date in which 

are incorporated the returns of Branches audited by 

us, Branches audited by other auditors and the un- 
audited returns from other Branches not visited by us. 

In accordance with the provisions of Section 29 of the 
Banking Companies Act, 1949, read with the provisions o£ sub- 
sections (1) and (2) of section 211 and sub-section (5) of 
Section 211 and Section 227 (5) of Companies Act, 1956 the 
Balance Sheet and Profit & Loss Account are not required to 
be and are not drawn up in accordance with the Sixth Schedule 
of the Companies Act, 1956. The Accounts are therefore drawn 
up in conformity with Forms A & B of the Third Schedule to 
the Banking Companies Act, 1949. 

We report that : 

(a) we have obtained all the information and explana- 
tions which, to the best of our knowledge and belief, 
were necessary for the purpose of our audit and 
have found them to be satisfactory ; 

(b) the transactions Of the hank, which have come to our 
notice, have been within the powers of the Bank ; 

(c) in our opinion, proper books of account as required 
by law have been kept by the Bank so far as appears 
from our examination of those books and proper 
returns adequate for the purpose of our audit have 
been received from the branches of the Bank ; 
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(d) the Bank s Balance Sheet and Profit & Loss Account 
dealt with by this report are in agreement with the 
books of account and the returns ; 

(e) in our opinion, and to the best of our information 
and, according to the explanations given to us, the 
said accounts give the information required by the 
Companies Act, 1956, in the manner so required for 
banking companies, and on such basis the said 
Balance Sheet gives a true and fair view of the state 

of the affairs of the Bank at at 

and the Profit & Loss Account gives a true and fair 
view of the profit for the year ended upon that date. 

Calcutta, 1960. Chartered Accountants. 


Auditors’ Report to the Members of Insurance Company Limited 

1. We have audited the annexed Balance Sheet of the. . . . 

Insurance Company, Limited, as at and 

the Fire, Marine and Miscellaneous Insurance Revenue Accounts, 
the Profit and Loss Account and the Profit and Loss Appropria- 
tion Account of the Company for the year ended upon that date, 
in which are incorporated the authenticated Returns from 
Agencies, Treaty Companies and the audited Returns from 
Branches. 

2. We report that : 

(a) We have obtained all the information and explanation 
which, to the best of our knowledge and belief, were 
necessary for the purpose of our audit ; 

(b) in our opinion, proper books of accounts, as required 
by law, have been kept by the Company, so far as 
appears from our examination of those books, and 
proper Returns adequate for the purpose of our audit 
have been received from the Branches not visited 
by us ; 

(c) the Company’s Balance Sheet, Fire, Marine and 
Miscellaneous Revenue Accounts, Profit and Loss 
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Account and Profit and Loss Appropriation Account, 
dealt with by this Report, are in agreement with the 
books of accounts and returns ; 

(d) in our opinion and to the best of our information, 
and according to the explanations given to us, the 
said accounts give the information required by the 
Companies Act, 1956, in the manner so required as 
applicable to Insurance Companies, and on such basis, 
the said Balance Sheet gives a ‘true and fair view 

of the state of the Company’s affairs as at 

and the Profit and Loss Account gives a true and fair 
view of the profit for the year ended on that date ; 

(e) we have verified the Cash and Bank Balance and the 
Investments of the Company by the production of 
Certificates and Documents land the Securities relating 
to the Loans ; 

(f) all charges incurred in respect of the Company’s 
business have been fully debited in the respective 
Revenue Accounts as per separate Certificate 
attached thereto. 

Calcutta, 1962. Chartered Accountants. 


Report to be Submitted by Auditors’ Appointed by Life Insurance 

Coporation of India 

We have, under Sec. ? r > of the Life Insurance Corporation 
Act, 1956, audited the attached General Balance Sheet and the 
attached Balance Sheets of the Life, General and Capital 
Redemption Business Departments of the Corporation as at. . . . 
Also we have audited the Life, Fire, Marine and Miscellaneous 
Revenue Accounts, the Capital Redemption Insurance Fund 
Account, the Profit and Loss Account and the Profit and Loss 
Appropriation Account of the Corporation for the year ended 
upon that date, and report that : 

(a) we have obtained all the information and explanations 
which, to the best of our knowledge and belief, were 
necessary for the .purpose of our Audit ; 
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(b) in our opinion, proper books of accounts, as required 
by law, have been kept so far as appears from our 
examination of those books, and proper returns 
adequate for the purpose of our Audit have been 
received from the branches not visited by us ; 

(c) the Balance Sheet and Revenue Account dealt with 
by this Report are in agreement with the books of 
accounts and returns ; 

(d) in our opinion, and to the best of our information, 

and according to the explanations given to us, the 
said Accounts convey the information required by the 
Companies Act, 1956, in the manner so required as 
applicable to Life Insurance Business, and on such 
basis the said Balance Sheet gives a true and fair 
view of the state of the affairs as at ; 

(e) we have verified the Cash and Bl/ank Balances and the 
Investments, by inspection or by production of 
certificates or vouchers, and have also verified the 
securities relating to the corporation’s loans on 
Policies ; 

(f ) no part of the Life Assurance Fund has been directly 
or indirectly applied in contravention of the provisions 
of the Insurance Act, 1938, relating to the application 
and the investment of the Life Assurance Fund ; 

(g) all charges incurred in respect of Life Insurance 
Business have been fully debited in the respective 
Revenue Account as per certificates attached thereto. 

Dated Chartered Accountants. 


Auditors* Report to the Members of... ...Coal Company Ltd. 

We report that we have audited the Balance Sheet 

of Coal Company, Limited, as at 31st March, 

1958, signed by us under reference to this report, and 
the relative Profit and Losb Account and in our opinion 
and to the best of our information and according to 
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the explanations given to us the Balance Sheet and Profit 
and Loss Account give in the prescribed manner the 
information required by the Companies Act, 1956, and also give 
respectively a true and fair view of the state of the Company’s 
affairs as at 31st March, 1958, and its profit for the year ended 
on that date. 

We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for our audit. In our opinion, proper books of account have 
been kept as required by law as far as appears from our examina- 
tion of the books and the above mentioned accounts are in 
agreement therewith. 

Calcutta, 2nd September, 1958. Chartered Accountants. 
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PROVISIONS OF THE COMPANIES (Branch Audit Exemption) 
RULES, 1961 PROMULGATED BY TIIE CENTRAL GOVERNMENT 
IN EXERCISE OF POWERS CONFERRED BY SEC. 228(4) 
[Vide Page 312] OF TIIE COMPANIES ACT 

(i) A Company carrying on any manufacturing, processing 
or trading activity whose average quantum of activity* does 
not exceed Its. 2 lakhs or 2% of (a) the average of the total 
turnover of the Company (including its Branches and other 
offices) and (b) earnings from services rendered and from any 
other source, whichever is higher, shall be exempt from the 
provisions of Sec. 228. 

(ii) The Branch Office of a Company may be exempted by 
the Central Government from the provisions of Sec. 228 on 
certain grounds as specified under Rule 4 of the Companies 
( Branch Audit Exemption ) Rules, 1961, when application for 
such exemption is made to, and proper inquiry has been conducted 
by, the said Government. 

N.B. In all cases of exemption, it should be clearly stated 
in the Audit Report that the requirements of Sec. 228 do not 
apply to the Branch Office under Audit (reasons to be adduced). 


* By quantum of activity should be meant ‘the aggregate value 
of goods or articles produced, manufactured, processed or sold 
and of services rendered’ or ‘the amount of expenditure, revenue 
or capital, incurred by a Branch Office of the Company during a 
financial year’, whichever is higher. Basis of calculation of 
‘average quantum of activity’ has been specified in the Rules. 
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Ceding Company 266 
Certificates, the Auditor should 
Rely on 82 

Certified Investments, Verifica- 
tion of 83 

Charitable Institution, Audit of 
271 72 

Cinema Ilou^e, AudU of 264 
Club, Aiub l of 255 
Colliery, Audit of 265 
Commencement of Business by a 
Company, Restrictions on ^57 
Company : Accounts of 161 ; 
Banking 163 ; Computation of 
Net Profits 169, 170 ; Elec- 
^ tricity 164 ; Financial year 
of 158 ; Foreign 163 ; For- 
mation of 155-56 ; Govern- 
ment 164 ; Insurance 163 ; 
Investments of 192 ; Legal 
Documents 155, 156, 174 ; 
Management 164-73 ; Parent 
(or Holding) 161-62 ; Parti- 
culars of Fixed Assets 184- 
85 ; Public Utility 11 ; Res- 
trictions on commencement 
of business 157 ; Statutory 
163, 16* ; Subsidiary 162 
Completed Audit 11 
Comptroller and Auditor-Gene- 
ral of India 129, 164 
Confirmation of Balances from 
Debtors 72 

Consignment Stock, Valuation 
of 39 

Consolidation of Share Capital 
150 
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Contingent Liabilities 59, 67, 
179, 180, 191, 826, 826, 863 
Contingent Liability, Verifica- 
tion of 77 

Continuous Audit 11, 12, 14, 16 
Contract Register 139 
Contract with Vendors 138 
Contractor’s Accounts, Audit of 
272 

Contractor’s Bill of Cost 33 
Controller of Capital Issues 174 
Cooperative Society, Audit of 
255-66 

Copyright, Verification of 68, 76 
Cost of Materials Consumed, 
Ascertainment of 48 
Cost of Production, Ascertain- 
ment of 48 
Cover Note 266 

Croekerv and Cutlery, Verifica- 
tion of 76 
Current Account 50 
Current Assets 61 
Current Assets, Loans and 
Advances (of a Company) 
320, 339, 349 

Current Liabilities and Provi- 
sions (of a Company) 323, 
338, 348 

Customary Laws 197 
Customs and Excise Duty, 
Vouching of 44 
Customs Duty Receipts 38 

D 

Debenture : Appearance on 
Company Balance Sheet 320 ; 
Audit of 151 ; Auditor’s duty 
in respect of 162 ; Bearer 
152 ; Different classes of 
151 ; Fixed Mortgage 151 ; 
Floating Mortgage 151 ; Irre- 
deemable (or Perpetual) 151 ; 
Issued as Collateral Security 
152, 158 ; Meaning and 

Scope of 161 ; Mortgage 151 ; 
Redeemable 151 ; Redemption 


Fuad 161 ; Redemption of 
177 ; Registered 162 ; Regis- 
ter of Holders 139 ; Re- 
issue after Redemption 152- 
58 ; Return Bond 163 ; 
Simple (or Naked) 161 ; 
Trust Deed 152 ; Redemp- 
tion of 177 
Debit Note 35, 36 
Debtors’ Account, Reconcilia- 
tion of the Discrepancy of 74 
Deed of Conveyance 62 
Deed of Transfer 147-48 
Defalcation of Goods 3, 7 
Deferred Revenue Expenditure 
51, 55 

Deposit Liability of a Banking 
Company 351 

Deposit Receipts Issued by 
Electric and Gas Companies 
269 

Deposits From Shareholders 
and others 183-84 
Depreciation : Meaning of 8 1* ; 
Causes of 84 ; Necessity of 
providing for 84 ; Ascertain- 
ment of 94 ; Different 
methods of making provisions 
for 84-88 ; Straight Line 
Method (or Fixed Instalment 
Method) 84 ; Reducing Ins- 
talment Method (or Dimini- 
shing Balance Method) 84- 
85 ; Depreciation Fund Me- 
thod 85-86 ; Insurance Policy 
Method 86 ; Annuity System 
87 ; Revaluation Method 87 ; 
Depletion Method 87 ; Ma- 
chine-Hour Method 88 ; Le- 
gal attitude regarding the 
provision for 94 ; Auditor’s 
duty in the matter of 88 ; 
Company Auditor's duty as to 
provisions for 91 ; Income- 
Tax Schedule in connection 
with 88 ; on Wasting Assets 

89, 94, 95 ; on Fixed Assets 

90, 91, 94, 95, 96, 96, 99, 
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124 ; on Floating Assets 94, 
95 ; on Goodwill 96, 100 ; on 
Plant and Machinery 97, 99, 
100, 101 ; on Purchases under 
Hire-Purchase system 98 ; on 
the basis of Replacement 
Cost 98 ; Adequacy of 101, 
113, 115, 116 ; Excessive 

charging of 109, 125 
Detection of Fraud 41 
Different Classes of : Deben- 
ture 151 ; Reserve 102, 103, 
107 ; Shares 145, 146 
Direct Labour 49 
Directors : Provisions of the 
Companies Act relating to 
164, 165-68 ; Remuneration 
of 167, 180 ; Minute Book of 
177, 190 ; Fees — Vouching of 
43 ; Travelling Expenses — 
Vouching of 39, 43, 44, 46, 
177, 178 ; Register of 140 ; 
Delinquent 222, 223 ; Certi- 
ficate from 350 

Distinction Between : Complete 
and Partial Audit 13 ; Con- 
tinuous and Internal Audit 
13 ; Fixed CapiLal and Float- 
ing Capital 64 ; Manufactur- 
ing, Trading and Profit & 
Loss Account 64 ; Reserve 
Fund and Sinking Fund 103 ; 
Revenue Reserve and Capital 
Reserve 102 ; Shares and 
Stock 147 ; Specific Reserve 
and General Reserve 102 ; 
Statutory Audit and Partner- 
ship Audit 10, 14 ; Vouching 
and Verification 69 
Dividend : Equalisation Reserve 
844 ; Payment of 89, 90, 97, 
105, 113-28, 160, 161 ; 

Proposed 67 ; Rate of 174 ; 
Unclaimed 67, 324 ; Warrant 
32 

Documents and Proceedings, 
Authentication of 156 


Documents to be Prepared by a 
Company 155, 156, 174 
Doubtful Debts, Verification of 
77 

E 

Electric Supply Company, 
Audit of 256 
Electricity Company 164 
Employees’ Securities and Pro- 
vident Fluids 163 
Errors : Kinds of 4 ; Clerical 

4 ; of Omission 4 ; of Com- 
mission 4, 5 ; of Principle 4, 

5 ; Compensating 5 

F 

Falsification of Accounts 3,7 
Falsification of Books, Penalty 
for 222 

Fiduciary Position of an Auditor 
196 ♦ 

Final Accounts : Principles for 
Preparation of 48 ; of a 
Limited Company 161 
✓Final Audit 11 

Financial Year of a Company 
158 

Fixed Assets : Critical Examina- 
tion of 57 ; Valuation of 61 ; 
Verification of 62 ; of a 
Company — Particulars of 184, 
185 ; Depreciation on 90, 91, 
94, 95, 96, 98, 99, 124 ; 
Appearance in the Balance 
Sheet of a Company 816, 339, 
846-47 

Fixed Capital, Distinction from 
Floating Capital 64 
Fixed Instalment System of 
Charging Depreciation 84 
Fixed Liabilities, Verification 
of 64 

Fixed Mortgage Debenture 161 
Floating Assets : Depreciation 
on 94, 95 ; Valuation of 61 ; 
Verification of 68 
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Floating Liabilities, Verifica- 
tion of 66 

Floating Mortgage Debenture 
151 

Foreign Company Accounts 163 
Forfeited Shares 145, 184, 318 : 

Verification of 77 
Forfeiture of Shares 65 
Form of : Profit and Loss 
Account 49 ; Balance Sheet 
49 

Formation of a Company 155 56 
Fraud : Detection of 41 ; In- 
ternal Check and 4 
Freehold Properly, Verification 
of 68 

Freight and Insurance on Goods 
Sold 39 

G 

Gas Companies, Audit of 268-69 
General Reserve 51, 102, 104. 

107, 111, 124, 344 
Gilt-Edged Securities 151 
Goods, Defalcation of 3 
Goods-in-Transit, Verification of 
78 

Goods Inward Book 36 
Goods Manufactured Agains! 

Contract, Valuation of 75 
Goodwill : Depreciation on 96, 
100 ; Valuation of 61 ; Veri- 
fication of 69 

Government Company 161 
Government Papers As Securi- 
ties, Verification of 71, 77 

H 

Hidden Reserve 103, 104, 105, 
106, 108, 109, 111, 112 
Hire Purchase Day Book, 
Vouching of 37, 40, 42, 44 
Hire Purchase System 98 
Hire Purchase Transactions, 
Verification of 78 
Holding Company : Accounts 
161, 162 ; Audit of 59 


Hotels and Restaurants;, Audit 

of 273 

I 

Imprest System 35 
Income-Tax Payment 38 
Income-Tax Schedule for Char- 
ging Depreciation 88 
Information Agencies 241 
Insurance Claim 38 
Insurance Companies : Accounts 
of 162-63 ; Audit of 265-66 
Insurance Policy Method of 
Charging Depreciation 86 
Inter-Company lmestments 171 
Interest and Dividend Receipts 
Vouching of 38 
Interest on Bank Deposits 32 
Interest on Loan from Bankers 
177 

Interest on Share Capital 178, 
179 

Interim Audit 13 
Internal Audit 23, 27 
^Internal Check 4, 22, 25, 26, 
27, 29 

Interna] Control 23 
Internal or Secret Reserve 103, 
104, 105, 106, 108, 109, 111, 
112 

Inventory : Meaning o»f 80 ; 
Valuation of 79 

Investigation : Different Classes 
of 236 ; Difference from 
Audit 235 ; Meaning and 
Scope of 235 ; Relation 
between Audit and 235 ; 
Concerning Salaries and 
Wages 254 ; on behalf of a 
Bank intending to give Credit 
241 ; on behalf of a Client 
suspect insr a fraud 212 : under 
the direction of the Central 
Government 244, 247 ; under 
the Companies Act 243 ; in 
an Insurance Company 244 ; 
on behalf of one wishing to 
join a Firm as a Partner 238. 



m 


PRINCIPLES AND PRACTICE OF AUDITING 


245, 246; 248; 258 ; on behalf 
of a Propective Creditor 
249-50 ; on behalf of a Pros- 
pective Purchaser of a going 
business 286, 249 ; on behalf 
of a Prospective Shareholder 
289, 249-50 ; for Share 

Valuation 289, 252, 253 ; for 
tax purpose 240 

Investigation Programme 286 

Investigation Report 235 

Investigator ; General Duties of 
2t5 ; Difference from an 
Auditor 235 ; Appointed to 
draw up Branch Stock 
Account in ease of a loss by 
fire 21<6, 217 ; Appointed 

where the Secretary of a 
trading Company having Com- 
plete control over the books 
and cash had absconded 248 ; 
Appointed where the Direc- 
tors of a mill company sus- 
pect the honesty of their 
General Manager 250-51 ; 
Appointed where the Cashier 
has been suspected of a dis- 
honesty 252 ; Appointed for 
fixation of Value of Shares 
for the purpose of transfer 
252-53 

Investments : Vouching of 34 ; 
Verification of 69, 76 ; Valua- 
tion of 71; 182, 183 ; Appre- 
ciation and Depreciation in 
the Value of 71 ; Register 76, 
188 ; Reserve 90 ; Ledger 
82 ; Inter-Company 171 ; 
Schedule of 192 ; of a Limi- 
ted Company 192, 319-20, 
339, 348 ; of a Ranking 
Company 260, 352 ; of an 
Insurance Company 359 ; 
Quoted 62, 348 ; Unquoted 
348 

Irredeemable Debenture 151 

Issued Capital 336, 344 


J 

Journal Proper ; Vouching of 
36, 38 ; Entries in 36, 88 

L 

Land and Buildings,, Verifica- 
tion of 71 

Leasehold Mining Rights, Veri- 
fication of 69 

Leasehold Property, Verifica- 
tion of 76 

Ledger : General 30 ; Sales 
(or Sold) 30 ; Purchases (or 
Bought) 30 

Legacy 271 

Legal Position Regarding the 
Provision for Depreciation 
94 

Liabilities : Fixed 64 ; Floating 
66 

Liquid Assets 61 

Loans : Secured 32, 65, 320, 
388. 345 ; Unsecured 32, 34, 
65, 323, 338, 345 ; Vouching 
of 34 ; on Mortgage — Veri- 
fication of 68 

Loans and Advances of a 
Company 320, 323-24 

M 

Machine-Hour Method of Char- 
ging Depreciation 88 

Machinery and Plant, Depre- 
ciation on 97, 99, 100, 101 

Machinery Purchased Under 
Hire-Purchase System 78 

Maintenance Ledger 58 

Maintenance Reserve 107, 108, 
111 

Management of a Company 
164, 173 

Manager : Provisions of the 
Companies Act relating to 
173 ; Remuneration of 187, 
188 

Managerial Authorities* Register 
139 
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Managerial Remuneration 160 
Managing Agents : Provisions 
of the Companies Act relating 
to 164, 168-72 ; Remunera- 
tion of 170, 180, 181, 187, 
188 ; Register of Contracts 
with 140 ; Remuneration — 
Vouching of 39 

Managing Directors : Provisions 
of the Companies Act relating 
to 164, 167 ; Remuneration 
of 187, 188 

Manipulation of Accounts 106 
Manufacturing Accounts ; Im- 
portance of 48 ; Audit of 55 
Manufacturing Company, Audit 
of 257 

Mechanisation of Accounting 
Records 28 

Meetings of a Company : Annual 
General 158 ; Statutory 153 
Members’ Register 139 
Memorandum of Association 
137, 175, 188, 189 
Minimum Subscription 157 
Minute Book : of the Directors 
177, 190 ; of the Shareholders 
and the Directors 139 
Misappropriation of Cash 2, 7° 
Miscellaneous Expenditure and 
Losses 64 

Money at call and Short 
Notice 260, 352 
Mortgage Debenture 151 
Mortgage Deed 82, 34 
Mortgage Register 138 
Motor Transport Companies, 
Audit of 266-67 
Muster-Roll 34 

N 

Naked Debenture 151 
National Cash Register 3, 32 
Net Profits of a Company, 
Computation of 169, 170 
Newspaper Publishing House, 
Audit of 273-74 
Notary Charges 37 


o 

Obiter Dicta 197 
Office Premises, Verification of 
the Valuation of 73 
Order Book 35, 36 
Ordinary Resolution 159 
Overstatement of the Value of 
Work-in-Progress 201 

P 

Parent Company 162 
Partners' Salary, Vouching of 
45 

Paying-in Slips 33 
Pension Fund Lying with 
Trustees, Vouching of 46 
Periodical Audit 11, 12, 13 

Perpetual (or Irredeemable) 
Debenture 151 

Petty Cash Book : Casting of 
30 ; Vouching of 35 
Plant and Machinery : Depre- 
ciation on 97, 99, 100, 101 ; 
Vouching 33, 40 
Plant Disposal, Verification of 
the Valuation of 72 
Port Commissioner's Landing 
Receipt 33 
Posting 29, 30 

Preliminary Expenses : Mean- 
ing of 154 ; Vouching of 42 ; 
Showing in the Balance Sheet 

326 ; Incorrect disclosure of 
217 

Premium on Issue of Shares 
143, 182 

Prepaid Expenses 51 
Prime Cost 49 
Proceedings Book 135 
Profit and Loss Account : Form 
of 49 ; Adjustments of 49 ; 
Balance of 51 

Profit and Loss Account of a 
Company : Requirements of 
the Companies Act as to 829- 
35 ; Debit balance of 319, 

327 ; Credit balance of 826 
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Profit and Loss Account of a 
Banking Company : Form of 
355 ; Debit balance of 260, 
854 ; Credit balance of 260, 
858 

Profit and Loss Account of an 
Insurance Company, Form 
of 357 

Profits : Meaning and Classi- 
fication of 56 ; Gross 48, 52, 
54 ; Net 48, 5-1 ; Super 61 
Property and Assets, Audit of 
260-61 

Proposed Dividend 67 
Prospectus 156, 157, 181 
Prospectus, Statement in lieu of 
156, 157 

Prospectus Containing False 
Information 106 
Provisions 191, 192 
Provision for Bad ar 1 Doubtful 
Debts 104, 105, 110, 111 
Provision for Taxation 66 
Provisions of the Companies Art 
Relating to : Directors 161, 
165-68 ; Managing Directors 
161, 168 ; Managing Ag°nt 
164, 168-72 ; Manager 173 ; 
Secretaries and Treasurers 
172-73 

Public Carrier's Bill of Cost 33 
Public Utility Company 11 
Publishers' Accounts, Audil of 
268 

Purchases Book, Vouching of 
35, 41 

o 

Qualification Shares for a 
Director 165 

Qualifications of an Auditor 16. 
19 

Qualifications f special} of a 
Company Auditor 1 6 
Quoted Investments 62. 348 

R 

Rate of Dividend Payment 174 
Ratio Decidendi 197 


Raw Materials, Valuation of 75 
Rebate on Bills Discounted 263 
Reconciliation of the Discre- 
pancy in the Total Debtors 
Account 74 

Redeemable Debenture 151 
Redeemable Preference Shares 
145, 146 

Redemption Fund : Capital 
146 ; Debenture 151 
Redemption of : Debentures 
151, 177 ; Shares 145, 116 
Reducing Instalment System of 
Charging Depreciation 84, 85 
Reduction of Share Capital 149 
Register : Contract 139 ; of 
Charges 152 : of Contracts 
wiih Managing Agents 140 ; 
Directors’ 110; Debenture 
Holders' 139 ; Members’ 
139 ; Mortgage 138 ; Mana- 
gerial Authorities’ 139 ; $>f 
Invesiments in Managed 
Companies 1 10 
Registered Debenture 152 
Re-Issue of * Debentures after 
^Redemption 152, 153 ; For- 
feited Shares 65, 145 
Remembrancer of Legal Affairs 
214 

Remuneration Payable to : Dir- 
ectors 167, 180 ; Managerial 
Staff 160 ; Manager 187 ; 
Managing Agents 170, 180, 
181, 187 ; Secretaries and 

Treasurers 180, 181 
Renewal of a bill 37 
Rental Ledger 2G9 
Repayment of Capital 145, 146 
Replacement Cost, Depreciation 
on the basis of 98 
Reserve : M°amng of the term 
102, 106 ; Different kinds of 
102, 103, 107 : Revenue 102, 
191 ; Capital 102, 107. 119, 
124, 128 191 ; General 5L 
102, 104, 107. Ill, 124, 344 ; 
Specific 102, 104, 107 ; 
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Special 107 ; Development 
Rebate 344 * Maintenance 
107, 108, 111 ; Dividend 

Equalisation 344 ; Secret (or 
Internal or Hidden) 103, 
104, 105, 106, 108, 109, 111, 
112 ; For Bad and Doubtful 
Debts 104, 105, 110, 111 ; 
Capitalisation of 189, 190 ; 
Auditor’s duty regarding crea- 
tion of 104 ; Necessity for 
creation of 106 ; When a 
Charge against Profit 110 ; 
When an Appropriation of 
Profit 110 ; 

Reserve Fund 103 
Reserve Fund and other 
Reserves (of a Banking 
Company) 351 

Reserves and Surplus 319-20, 
338, 344 

Resolutions : Ordinary 159 ; 
Special 159 ; Requiring 
Special Notice 159 
Returned Debenture Bond 153 
Returns Inward Book, Vouching 
of 36 

Returns Outward Book, Vou- 
ching of 35, 41 

Revaluation Method of Charg- 
ing Depreciation 87 
Revenue Account (of Insurance 
Business), Form of 356 
Revenue Expenditure 55 
Revenue Reserve 102, 191 
River Due Receipts S3 
Routine Checking : Meaning 
and Scope of 29, 30 ; Method 
of Conducting 29 
Royalty, Vouching of 42 

s 

Salary and Wage Payment, 
Vouching of 34, 40, 41 
Sale Advice 43 

Sale or Return, Treatment of 
43 


Sales Book, Vouching of 36 
Schools and Colleges, Audit of 
270-71 

Secret Reserve 103, 104, 105, 
106, 108, 109, 111, 112 
Secret Reserve, Verification of 
72 

Secretaries and Treasurers : 
Provisions of the Companies 
Act relating to 172-73 ; Re- 
muneration of 180, 181 
Secured Loans 320, 338, 345 
Self-Balancing Ledger, Prepara- 
tion of 56 ; Utility of 56 
Shares : Issued at a Discount 

144, 177 ; Issued at a Pre- 
mium 143, 182 ; Forfeited 

145, 184 ; Different kinds of 

115 ; Equity 145 ; Preference 
115 ; Cumulative Preference 
145 ; Non-Cumulative Pre- 
ference 145 ; Redeemable 
Preference 145 ; Bonus 65, 
143, 146; Forfeiture of 65, 
77, 144 ; Re-issue of For- 
feited ones 65, 144, 318 ; 

Underwriting Commission and 
Brokerage on sale of 144 ; 
Commission on Issue — Vou- 
ching of 40, 42 ; Sale of 
(cum-div.) 39 ; Conversion 
into Stock 147, 150 ; Transfer 
of 147 ; Transmis°ion of 

148 ; Audit of Share Transfer 

149 ; Certificates 157 
Share Capital of a Joint Stock 

Company 316-18, 338, 344 ; 
Interest on 178, 179 ; Parti- 
culars of 184, Reduction of 
149 ; Consolidation of 150 ; 
Authorised 65, 316, 344 ; 

Issued 816, 844 ; Subscribed 
65, 317, 344 

Share Capital Structure, Mis- 
cellaneous Changes in 150 
Share Premium Account 319 
Share # Warrant 146-47, 161 
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Shipping Companies, Audit of 
267-68 

Simple (or Naked) Debenture 
161 

Sinking Fund 820 
Sinking Fund : for Replacement 
of an Asset 103 ; for Red- 
emption of a Liability 108 ; 
Distinction from Reserve 
Fund 108 

Solicitor's Accounts, Audit of 
268 

Solicitor’s Correspondence 33 
Special Notice, Required for 
Company Meeting Resolu- 
tions 169 

Special Reserve 107 
Special Resolution 169 
Specific Reserve 102, 104, 107 
Specimens of Audit Report 364- 
79 

Statement in Lieu of Prospectus 
166, 167 

Statistical Books (of a Com- 
pany), List of 140 
Statutory : Audit 168. 186 

187; Books, List of 138; 
Companies 11, 163 ; Meeting 
153 ; Report 153, 154, 155 
Stock Exchange Gazette 3 4, 79, 
239 

Stock Exchange Securities : 
Meaning of 79 ; Valuation of 
79 ; Verification of 72 
Stook-in-Trade : Verification 

and Valuation of 63, 71, 78, 
79, 81, 82. 83. 229 ; Auditor’s 
duty in relation to 80-83 ; 
Company Auditor’s duty and 
liability with regard to Veri- 
fication and Valuation of 191, 
199-202, 229 ; Audit of 229 
Store Receipt 7 

Straight Line Method of Charg- 
ing Depreciation 84 
Subscribed Capital 65. 317, 844 
Sundry Creditors, Verification 
of the Valuation of 72 


Sundry Debtor ■. • Confirmation 
of Balances from 72 ; Veri- 
fication of 72, 73 
Super-Profits 61 
Surveyor’s Certificate 82 

T 

Taxation, Provision for 66 
Test Check 23, 26, 29 
Time-Recording Clock 34 
Title Deed 33, 34 , Verification 
of 71 

Trade Liabilities Valuation of 
88 

Trial Balance : Agreement of 
5 ; Non-agreement of 48 
Transfer, Blank 148 
Transfer Deed 147, 148 
Transfer of Shares 147 
Transmission of Shares 148 
Trust Accounts, Audit of 11 

u 

Unclaimed Dividend 67, 324 
Uncompleted Contracts, Valua- 
tion of 7 7 

Understatement of a Company A 
Liabilities 201 
U nder wri ters 164 
Underwriting Commission 144 
Unit Cost, Calculation of 49 
Unpaid Calls 183 
Un c eourod Loans 323, 338, 345 

V 

Valuation, Meaning of 61 
Valuation of : Book Debts 77, 
83 : 0onsi«uunent Stock 89 J 
Finished Good 75 : Partly 
Finished Goods (Work-in- 
Progress) 75, 231 ; Goods 
Manufactured against Con- 
tract 75 ; Raw Materials 75 I 
Fixed Assets 61 ; Floating 
Assets 61 ; Investments 71* 
182 ; Goodwill 61 ; Stock-in- 
trade 78-88, 229 ; Consign- 
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ment Stock 89 ; an Inventory 
79 ; Uncompleted Contracts 
77 ; Stock Exchange Securi- 
ties 79 ; Trade Liabilities 83 
Vehicles, Verification of 76 
Verification : Meaning of 61 ; 
Date of 62 ; Distinction from 
Vouching 69 

Verification and Valuation of 
Assets of a Company, Imp- 
ortance of 70 

Verification of : Advances for 
value to be received 78 ; Bad 
Debts 77 ; Bills Receivable 

78, 83 ; Book Debts 69 ; 
Cash in hand 71, 72 ; Cash 
at Bank 72 ; Cash- in-transit 
77 ; Certified Investments 
83 ; Contingent Liability 77 ; 
Copyright 68, 76 ; Crockery 
and Cutlery 76 ; Doubtful 
Debts 77 ; Fixed Assets 62 ; 
Fixed Liabilities 64 ; Floating 
Assets 63 ; Floating Liabili- 
ties 66 ; Forfeited Shares 77 ; 
Freehold Property 68 ; 
Goods-in-transit 78 ; Good- 
will 69 ; Government Papers 
as Securities 71, 77 ; Hire 
Purchase transactions 78 ; 
Investments 62-3. 69, 70 ; 
Investments of a Limited 
Company 76, 192 ; Land and 
Buildings 71 : Leasehold 
Mining Rights 69 ; Leasehold 
Property 76 ; Loan on Mort- 
gage 68 ; Machinery bought 
under Hire-Purchase 78 ; 
Newly purchased Buildings 

72 ; Secret Reserve 72 ; 
Stock Exchange Securities 

73 ; Stock-in-trade 71, 78, 

79, 80, 229 ; Sundry Debtors 
72, 73 ; Title Deed 71 ; 
Vehicles 76 

Verification of the- Valuation 
of : Work-in-Progross 72 ; 
Sundry Creditors 72 ; Dis- 


posal of Plant 72 ; Bad Debts 
72 ; Office Premises 78 
Vouching, Meaning of 31 
Vouching of : Agents* and 
Travellers* Commission 34, 
35, 40 ; Bad Debts 44 ; Bill 
Books 36, 37 ; Building A/c. 
33, 40, 46 ; Capital Payments 
33 ; Cash Book 31-35 ; Cash 
Payment transactions 33 ; 
Cash Receipt transactions 31- 
33 ; Commission on Issue of 
Shares 40, 42 ; Compensation 
from Insurer 38 ; Customs 
and Excise Duty 44 ; Deben- 
tures 40, 46 ; Directors* fees 
177, 178 ; Directors* Remu- 
neration 42 ; Directors* Tra- 
velling Expenses. 39, 43, 44, 
46, 177, 178 ; Hire-Purchase 
Day Book 37. 40, 42, 44 ; 
Income from Advertisement 
45 ; Interest and Dividend 
Receipt 38 ; Investments 34 ; 
Journal Proper 36, 38 ; Loans 
advanced to parties 34 ; Man- 
aging Agents* Remuneration 
39 ; Partners* Salary 45 ; 
Payment of Salaries and 
Wages 34, 40, 41 ; Payment 
to Vendors 40 ; Pension Fund 
lying with Trustees ^6 ; Petty 
Cash Book 35 ; Plant and 
Machinery 33, 41 : Prelimi- 
nary Expenses 42 ; Purchases 
Book 35. 41 ; Raw Materials 
purchase 30, 46 ; Returns 

Inward Book 36 ; Returns 
Outward Book 35, 41 ; 

Royalty 42 ; Sales Book 36 ; 
Shares Rsued at a Discount 
177, 178 ; Subscriptions col- 
lected by a Football club 45 

w 

Wages Sheet 34 

Wastin nr Assets. Deprecation on 
89,* 94, 95, 126 
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Window-Dressing 192, 
230 

Work-in-Progress, 
duty in relation 


193, 215, 

Auditor’s 
to 82 ; 


Valuation of 75-6, 231 ; Veri- 
fication of the Valuation of 
72 ; Overvaluation of 201 



